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(e) Examples. The following examples
illustrate the provisions of this sec-
tion. Assume, for purposes of these ex-
amples, that the obligation assumed by
the corporation does not reduce the
shareholder’s basis in the corporate
stock under section 358(d). The exam-
ples are as follows:

Example 1. Transfer of partnership property
to corporation. In 2004, in an exchange to
which section 351(a) applies, PRS, a cash
basis taxpayer, transfers $2,000,000 cash to
Corporation X, also a cash basis taxpayer, in
exchange for Corporation X shares and the
assumption by Corporation X of $1,000,000 of
accounts payable incurred by PRS. At the
time of the exchange, PRS has two partners,
A, a 90% partner, who has a $2,000,000 basis in
the PRS interest, and B, a 10% partner, who
has a $50,000 basis in the PRS interest. As-
sume that, under section 358(h)(1), PRS’s
basis in the Corporation X stock is reduced
by the accounts payable assumed by Cor-
poration X ($1,000,000). Under paragraph (b)
of this section, A’s and B’s bases in PRS
must be reduced, but not below zero, by their
respective shares of the section 358(h)(1)
basis reduction. If either partner’s share of
the section 358(h)(1) basis reduction exceeds
the partner’s basis in the partnership inter-
est, then the partner recognizes gain equal
to the excess. A’s share of the section 358(h)
basis reduction is $900,000 (90% of $1,000,000).
Therefore, A’s basis in the PRS interest is
reduced to $1,100,000 ($2,000,000 — $900,000).
B’s share of the section 358(h) basis reduction
is $100,000 (10% of $1,000,000). Because B’s
share of the section 358(h) basis reduction
($100,000) exceeds B’s basis in the PRS inter-
est ($50,000), B’s basis in the PRS interest is
reduced to $0 and B recognizes $50,000 of gain.
This gain is treated as gain from the sale of
the PRS interest.

Example 2. Transfer of partnership interest to
corporation. In 2004, A contributes undevel-
oped land with a value and basis of $4,000,000
in exchange for a 50% interest in PRS and an
assumption by PRS of $2,000,000 of pension li-
abilities from a separate business that A
conducts. A’s basis in the PRS interest im-
mediately after the contribution is A’s basis
in the land, $4,000,000, unreduced by the
amount of the pension liabilities. PRS devel-
ops the land as a landfill. Before PRS has
economically performed with respect to the
pension liabilities, A transfers A’s interest in
PRS to Corporation X, in an exchange to
which section 351 applies. At the time of the
exchange, the value of A’s PRS interest is
$2,000,000, A’s basis in PRS is $4,000,000, and A
has no share of partnership liabilities other
than the pension liabilities. For purposes of
applying section 358(h), the transfer of the
PRS interest to Corporation X is treated as
a transfer to Corporation X of A’s share of
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PRS assets and an assumption by Corpora-
tion X of A’s share of the pension liabilities
of PRS ($2,000,000). Because the pension li-
abilities were not assumed by PRS from A in
an exchange in which the trade or business
associated with the liability was transferred
to PRS, the transfer of the PRS interest to
Corporation X is not excepted from section
358(h) under section 358(h)(2). See paragraph
(c) of this section. Under section 358(h), A’s
basis in the Corporation X stock is reduced
by the $2,000,000 of pension liabilities.

(f) Effective date. This section applies
to assumptions of liabilities by a cor-
poration occurring on or after June 24,
2003.

[T.D. 9207, 70 FR 30341, May 26, 2005]
EFFECTS ON CORPORATION

§1.361-1 Nonrecognition of gain or
loss to corporations.

Section 361 provides the general rule
that no gain or loss shall be recognized
if a corporation, a party to a reorga-
nization, exchanges property in pursu-
ance of the plan of reorganization sole-
ly for stock or securities in another
corporation, a party to the reorganiza-
tion. This provision includes only
stock and securities received in con-
nection with a reorganization defined
in section 368(a). It also includes non-
voting stock and securities in a cor-
poration, a party to a reorganization,
received in a transaction to which sec-
tion 368(a)(1)(C) is applicable only by
reason of section 368(a)(2)(B).

§1.362-1 Basis to corporations.

(a) In general. Section 362 provides, as
a general rule, that if property was ac-
quired on or after June 22, 1954, by a
corporation (1) in connection with a
transaction to which section 351 (relat-
ing to transfer of property to corpora-
tion controlled by transferor) applies,
(2) as paid-in surplus or as a contribu-
tion to capital, or (3) in connection
with a reorganization to which part III,
subchapter C, chapter 1 of the Code ap-
plies, then the basis shall be the same
as it would be in the hands of the
transferor, increased in the amount of
gain recognized to the transferor on
such transfer. (See also §1.362-2.) See
§1.460-4(k)(3)(iv)(B)(2) for rules relating
to adjustments to the basis of certain
contracts accounted for using a long-
term contract method of accounting
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that are acquired in certain transfers
described in section 351 and certain re-
organizations described in section
368(a).

(b) Exceptions. (1) In the case of a plan
of reorganization adopted after October
22, 1968, section 362 does not apply if
the property acquired in connection
with such reorganization consists of
stock or securities in a corporation a
party to the reorganization, unless ac-
quired by the exchange of stock or se-
curities of the transferee (or of a cor-
poration which is in control of the
transferee) as the consideration in
whole or in part for the transfer.

(2) In the case of a plan of reorganiza-
tion adopted before October 23, 1968,
section 362 does not apply if the prop-
erty acquired in connection with such
reorganization consists of stock or se-
curities in a corporation a party to the
reorganization, unless acquired by the
issuance of stock or securities of the
transferee (or, in the case of trans-
actions occurring after December 31,
1963, of a corporation which is in con-
trol of the transferee) as the consider-
ation in whole or in part for the trans-
fer. The term issuance of stock or securi-
ties includes any transfer of stock or
securities, including stock or securities
which were purchased or were acquired
as a contribution to capital.

[T.D. 7422, 41 FR 26569, June 28, 1976, as
amended by T.D. 8995, 67 FR 34605, May 15,
2002]

§1.362-2 Certain contributions to cap-
ital.

The following regulations shall be
used in the application of section
362(c):

(a) Property deemed to be acquired
with contributed money shall be that
property, if any, the acquisition of
which was the purpose motivating the
contribution;

(b) In the case of an excess of the
amount of money contributed over the
cost of the property deemed to be ac-
quired with such money (as defined in
paragraph (a) of this section) such ex-
cess shall be applied to the reduction of
the basis (but not below zero) of other
properties held by the corporation, on
the last day of the 12-month period be-
ginning on the day the contribution is
received, in the following order—

26 CFR Ch. | (4-1-16 Edition)

(1) All property of a character subject
to an allowance for depreciation (not
including any properties as to which a
deduction for amortization is allow-
able),

(2) Property with respect to which a
deduction for amortization is allow-
able,

(3) Property with respect to which a
deduction for depletion is allowable
under section 611 but not under section
613, and

(4) All other remaining properties.

The reduction of the basis of each of
the properties within each of the above
categories shall be made in proportion
to the relative bases of such properties.

(c) With the consent of the Commis-
sioner, the taxpayer may, however,
have the basis of the various units of
property within a particular category
adjusted in a manner different from the
general rule set forth in paragraph (b)
of this section. Variations from such
rule may, for example, involve adjust-
ing the basis of only certain units of
the taxpayer’s property within a given
category. A request for variations from
the general rule should be filed by the
taxpayer with its return for the tax-
able year for which the transfer of the
property has occurred.

§1.362-3 Basis of importation property
acquired in loss importation trans-
action.

(a) Purpose. The purpose of section
362(e)(1) and this section is to modify
the application of section 362(a) (sec-
tion 361 transfers, contributions to cap-
ital, or paid-in surplus) and section
362(b) (reorganizations) to prevent a
corporation (Acquiring) from import-
ing a net built-in loss in a transaction
described in either section. See para-
graph (c) of this section for definitions
of terms used in this section.

(b) Basis determinations under this sec-
tion—(1) Basis of importation property re-
ceived in loss importation transaction.
Notwithstanding the general rules of
section 362(a) and (b), Acquiring’s basis
in importation property (as defined in
paragraph (c)(2) of this section) ac-
quired in a loss importation trans-
action (as defined in paragraph (c)(3) of
this section) is equal to the value of
the property immediately after the
transaction.
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(2) Adjustment to basis of subsidiary
stock in triangular reorganizations. If a
corporation (P) computes its basis in
stock of a subsidiary (whether S or T)
under §1.3568-6 (stock basis in certain
triangular reorganizations), P’s basis
in property treated as acquired by P in
§1.358-6(c) is determined under section
362(e)(1) and this section to the extent
such property, if actually acquired by
P, would be importation property ac-
quired in a loss importation trans-
action. See §1.358-6(c)(1)(1)(A),
(©)(2)({i)(B), and (c)(3)(i). The subsidi-
ary’s basis in the property actually ac-
quired in the transaction is determined
under applicable law (including this
section), without regard to the amount
of any adjustment to P’s basis in the
subsidiary’s stock. Thus, the basis of
the property in S’s or T’s hands may
differ from the amount of the adjust-
ment to P’s basis in its stock of S or T.

(3) Acquiring’s basis in other property
transferred. In general, Acquiring’s
basis in property received in a section
362 transaction (as defined in para-
graph (c)(1) of this section) that is not
determined under section 362(e)(1) and
this section is determined under sec-
tion 362(a) or section 362(b). However, if
the transaction is described in section
362(a) (without regard to whether it is
also described in any other section),
further adjustment may be required
under section 362(e)(2). See §1.362-4.

(4) Other effects of basis determination
under this section—(1) Determination by
reference to transferor’s basis. A deter-
mination of basis under this section is
a determination by reference to the
transferor’s basis, including for pur-
poses of sections 1223(2) and 7701(a)(43).
However, solely for purposes of apply-
ing section 755, a determination of
basis under this section is treated as a
determination not by reference to the
transferor’s basis.

(ii) Not tax-exempt income or moncap-
ital, nondeductible expense. The applica-
tion of this section does not give rise
to an item treated as tax-exempt in-
come under §1.1502-32(b)(2)(ii) or as a
noncapital, nondeductible expense
under §1.1502-32(b)(2)(iii).

(iii) No effect on earnings and profits.
Any determination of basis under this
section does not reduce or otherwise af-
fect the calculation of the all earnings
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and profits amount
§1.367(b)-2(d).

(c) Definitions. For purposes of this
section, the following definitions
apply:

(1) Section 362 transaction. The term
section 362 transaction means any trans-
action described in section 362(a) or in
section 362(b).

(2) Importation property—(@i) General
rule. The term importation property
means any property (including sepa-
rate portions determined under para-
graph (d)(4) of this section and separate
portions of property tentatively di-
vided under paragraph (e)(2) of this sec-
tion) with respect to which—

(A) Any gain or loss that would be
recognized on its sale by the transferor
immediately before the transaction
(the transferor’s hypothetical sale)
would not be subject to tax imposed
under any provision of subtitle A of the
Internal Revenue Code (federal income
tax) (taking into account the provi-
sions of paragraph (d) of this section);
and

(B) Any gain or loss that would be
recognized on its sale by Acquiring im-
mediately after the transaction
(Acquiring’s hypothetical sale) would
be subject to federal income tax (tak-
ing into account the provisions of para-
graph (d) of this section).

(ii) Special rules for applying this para-
graph (c)(2). See paragraph (d) of this
section for rules for determining
whether gain or loss on a hypothetical
sale would be taken into account in de-
termining a federal income tax liabil-
ity and paragraph (e) of this section for
rules applicable when more than one
person would take such gain or loss
into account.

(3) Loss importation transaction. The
term loss importation transaction means
any section 362 transaction in which
Acquiring’s aggregate basis in all im-
portation property received from all
transferors in the transaction would
exceed the aggregate value of such
property immediately after the trans-
action. For this purpose, Acquiring’s
basis in property received is deter-
mined without regard to this section or
section 362(e)(2).

(4) Value—(i) General rule. The term
value means fair market value.

provided in
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(ii) Special rule for transfers of partner-
ship interests. Notwithstanding the gen-
eral rule in paragraph (c)(4)(i) of this
section, when referring to a partner-
ship interest, for purposes of this sec-
tion, the term value means the sum of
the cash that Acquiring would receive
for the interest, assuming an exchange
between a willing buyer and a willing
seller (neither being under any compul-
sion to buy or sell and both having rea-
sonable knowledge of relevant facts),
increased by any §1.752-1 liabilities (as
defined in §1.752-1(a)(4)) of the partner-
ship allocated to Acquiring with regard
to such transferred interest under sec-
tion 7562 immediately after the transfer
to Acquiring. If a partnership has
elected under section 754, or if section
743(b) would require a downward basis
adjustment to the partnership prop-
erty, the partnership must apply the
rules of §1.743-1 to determine the
amount of the basis adjustment to the
partnership property.

(d) Rules for determining whether gain
or loss would be taken into account in de-
termining a federal income tax liability—
(1) General rule. In general, any gain or
loss that would be recognized on a hy-
pothetical sale described in paragraph
(c)(2) of this section is considered to be
subject to federal income tax if, taking
into account all relevant facts and cir-
cumstances, such gain or loss would af-
fect or be taken into account in deter-
mining the federal income tax liability
of the transferor or Acquiring, respec-
tively. This determination is made
without regard to whether such person
has or would have any actual federal
income tax liability for the taxable
year of the transaction.

(2) Look-through rule in the case of cer-
tain  pass-through entities. Notwith-
standing the general rule in paragraph
(d)(1) of this section, the determination
of whether any gain or loss on a hypo-
thetical sale would be treated as sub-
ject to federal income tax is made by
reference to the person that would be
required to include such gain or loss in
its taxable income if the hypothetical
seller is—

(i) A trust treated as owned by its
grantors or others (see section 671);

(ii) A partnership (see section 701); or

(iii) An S corporation (see sections
1363 and 1366).
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(3) Controlled foreign corporation
(CFC), passive foreign investment com-
pany (PFIC). For purposes of this sec-
tion, gain or loss that would be recog-
nized by a CFC (as defined in section
957(a)) or a PFIC (as defined in section
1297(a)) is not deemed taken into ac-
count in determining a federal income
tax liability solely because it could af-
fect an inclusion under section 951(a) or
section 1293(a).

(4) Special rule for debt-financed prop-
erty subject to section 512. If property is
debt-financed property (as defined in
section 514(b)) owned by an organiza-
tion subject to the unrelated business
income tax described in section
511(a)(2) and, as a result, a portion of
any gain or loss on a sale of the prop-
erty would be included in unrelated
taxable business income (UBTI) under
section 512, such property is treated as
divided into separate portions in pro-
portion to the amount of such gain or
loss that would be includible in UBTI.
The rules of paragraph (e) of this sec-
tion apply to determine the character-
ization of such portions (as includible
in the determination of a federal in-
come tax liability or not), and the tax
treatment and consequences of the
transaction in which such portions are
transferred.

(6) Look-through treatment in the case
of certain avoidance transactions—(i) Ap-
plication of this paragraph (d)(5). This
paragraph (d)(5) applies if—

(A) The transferor is a domestic enti-
ty that is a trust (other than a trust
described in paragraph (d)(2)(i) of this
section), estate, regulated investment
company (as defined in section 851(a)),
a real estate investment trust (as de-
fined in section 856(a)), or a coopera-
tive (as described in section 1381); and

(B) The transferor transfers, directly
or indirectly, property that was trans-
ferred to or acquired by it as part of a
plan (whether of transferor, Acquiring,
or any other person) to avoid the appli-
cation of section 362(e)(1) and this sec-
tion to a section 362 transaction.

(ii) Effect of application of this para-
graph (d)(5). Notwithstanding para-
graph (d)(1) of this section, if a trans-
feror is described in both paragraphs
(A)(B)(E)(A) and (B) of this section—

(A) The transferor is treated as
though it distributes the proceeds of
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the hypothetical sale (which, for this
purpose, are presumed to be an amount
greater than zero);

(B) To the fullest extent possible
under the transferor’s organizing in-
strument, the deemed distribution is
treated as made to a distributee or
distributees that would not take dis-
tributions from the transferor into ac-
count in determining a federal income
tax liability; and

(C) The determination of whether the
gain or loss on the hypothetical sale is
treated as subject to federal income
tax is made by reference to the deemed
distributee or distributees.

(iii) Tiered entities. If a deemed dis-
tributee is an entity described in para-
graph (d)(5)(i)(A) of this section, the
determination of whether gain or loss
on the hypothetical sale is taken into
account in determining a federal in-
come tax liability is made by treating
the deemed distributee, and any suc-
cessive such deemed distributees, as a
transferor and applying the rules in
paragraphs (d)(6)(i) and (ii) of this sec-
tion to its deemed distribution (and to
all successive deemed distributions),
until no deemed distributee or succes-
sive deemed distributee is an entity de-
scribed in paragraph (d)(5)(i)(A) of this
section.

(e) Special rules for gain or loss that
would be taken into account by multiple
persons—(1) In general. If gain or loss
from a disposition of property would be
includible in income by more than one
person, the property is treated as ten-
tatively divided into separate portions
in proportion to the amount of gain or
loss recognized with respect to the
property that would be allocated to
each such person. If an entity’s orga-
nizing instrument specially allocates
gain and loss, the tentative division of
property under this paragraph (e) must
reflect the manner in which gain or
loss on the disposition of such property
would be allocated under the terms of
the organizing instrument and any ap-
plicable rules of law, taking into ac-
count the net gain or loss actually rec-
ognized by the entity in that tax year.

(2) Application of section. The rules of
this section apply independently to
each tentatively divided portion to de-
termine if the portion is importation
property. Each tentatively divided por-
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tion that is determined to be importa-
tion property is included with all other
importation property in the determina-
tion of whether the transaction is a
loss importation transaction.

(3) Acquiring’s basis in property ten-
tatively divided into separate portions.
Immediately after the application of
section 362(e)(1) and this section and
before the application of section
362(e)(2), each property treated as ten-
tatively divided into separate portions
for purposes of applying section
362(e)(1) and this section ceases to be
treated as tentatively divided and Ac-
quiring has a single, undivided basis in
such property that is equal to the sum
of—

(i) The value of each tentatively di-
vided portion that is importation prop-
erty, if the transaction is a loss impor-
tation transaction; and

(ii) Acquiring’s basis in each ten-
tatively divided portion that is not im-
portation property received in a loss
importation transaction, as determined
under section 362(a) or section 362(b), as
applicable, and without regard to any
potential application of section
362(e)(2).

(f) Examples. The examples in this
paragraph (f) illustrate the application
of section 362(e)(1) and the provisions of
this section. Unless otherwise indi-
cated, the examples use the following
nomenclature and assumptions: A and
B are U.S. citizens. DC, DC1, and P are
domestic corporations that have not
elected to be S corporations within the
meaning of section 1361(a)(1) and that
are not members of a consolidated
group. F is a foreign individual. FP is
a foreign partnership. FC, FC1, and FC2
are foreign corporations. Unless the
facts indicate otherwise, the foreign in-
dividuals, corporations, and partner-
ships are not engaged in a U.S. trade or
business, have no U.S. real property in-
terests, and have no other relation-
ships, activities, or interests that
would cause them, their shareholders,
their partners, or their property to be
subject to federal income tax. There is
no applicable income tax treaty, all
persons’ tax years are calendar years,
and all persons and transactions are
unrelated unless the facts indicate oth-
erwise.
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Example 1. Basic application of section. (i)
Section 351 transfer of importation property in a
loss importation transaction. (A) Facts. FC
owns three assets, Al (basis $40, value $150),
A2 (basis $120, value $30), and A3 (basis $140,
value $20). On Date 1, FC transfers Al, A2,
and A3 to DC in a transaction to which sec-
tion 351 applies.

(B) Importation property. If FC had sold Al,
A2, or A3 immediately before the trans-
action, no gain or loss recognized on the sale
would have been taken into account in deter-
mining a federal income tax liability. Fur-
ther, if DC had sold Al, A2, or A3 imme-
diately after the transaction, DC would take
into account any gain or loss recognized on
the sale in determining its federal income
tax liability. Therefore, Al, A2, and A3 are
all importation properties. See paragraph
(c)(2) of this section.

(C) Loss importation transaction. FC’s trans-
fer of Al, A2, and A3 is a section 362 trans-
action. Furthermore, but for section 362(e)(1)
and this section and section 362(e)(2), DC’s
aggregate basis in the importation prop-
erties, Al, A2, and A3, would be $300 ($40 +
$120 + $140) under section 362(a) and the prop-
erties’ aggregate value would be $200 ($150 +
$30 + $20). Therefore, the importation prop-
erties’ aggregate basis would exceed their
aggregate value and the transaction is a loss
importation transaction. See paragraph
(c)(3) of this section.

(D) Application of section 362(e)(1) and this
section to importation property received in 1oss
importation transaction. Because the importa-
tion properties, Al, A2, and A3, were trans-
ferred in a loss importation transaction,
paragraph (b)(1) of this section applies and
DC’s basis in Al, A2, and A3 will each be
equal to the property’s value ($150, $30, and
$20, respectively) immediately after the
transfer.

(E) Basis of property received in transaction.
Following the application of section 362(e)(1)
and this section, the provisions of section
362(e)(2) must be taken into account because
the transfer is a section 362(a) transaction.
Taking into account the application of sec-
tion 362(e)(1) and this section, DC’s aggregate
basis in the transferred properties would not
exceed their aggregate value immediately
after the transfer. Therefore, FC does not
have a net built-in loss, FC’s transfer is not
a loss duplication transaction, and section
362(e)(2) does not apply to this transaction.
DC’s bases in Al, A2, and A3, as determined
under paragraph (i)(D) of this Example 1, are
$150, $30, and $20, respectively. Under section
358(a), FC receives the DC stock with a basis
of $300 (the sum of FC’s bases in Al, A2, and
A3 immediately before the exchange).

(ii) Reorganization. The facts are the same
as in paragraph (i)(A) of this Example 1 ex-
cept that, instead of transferring property to
DC in a section 351 exchange, FC merges
with and into DC in a transaction described
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in section 368(a)(1)(A). The analysis and re-
sults are the same as set forth in paragraphs
(i)(B), (C), and (D) of this Example 1. How-
ever, the analysis in paragraph (i)(E) of this
Example 1 does not apply to these facts be-
cause the transaction is not subject to
362(e)(2) and §1.362-4. Under section 358(a),
FC’s shareholders will take the DC stock
with a basis determined by reference to their
FC stock basis.

(iii) FC’s property used in U.S. trade or busi-
ness. (A) Facts. The facts are the same as in
paragraph (i)(A) of this Example 1, except
that FC is engaged in a U.S. trade or busi-
ness and uses all the properties in that U.S.
trade or business. In this case, none of the
properties would be importation property be-
cause FC would take any gain or loss on the
disposition of the properties into account in
determining its federal income tax liability.
Accordingly, this section does not apply to
the transaction.

(B) Basis of property received in transaction.
Following the application of section 362(e)(1)
and this section, the provisions of section
362(e)(2) must be taken into account because
the transfer is a section 362(a) transaction.
Taking into account the application of sec-
tion 362(e)(1) and this section but without
taking into account the provisions of section
362(e)(2), DC’s aggregate basis in the trans-
ferred properties would be $300 ($40 + $120 +
$140) under section 362(a) and the properties’
aggregate value immediately after the trans-
fer would be $200 ($150 + $30 + $20). Therefore,
FC has a net built-in loss and FC’s transfer
of Al, A2, and A3 is a loss duplication trans-
action. Accordingly, under the general rule
of section 362(e)(2), FC’s $100 net built-in loss
($300 aggregate basis over $200 aggregate
value) would be allocated proportionately
(by the amount of built-in loss in each prop-
erty) to reduce DC’s basis in the loss prop-
erties, A2 and A3. See §1.362-4. As a result,
DC’s basis in A2 would be $77.14 ($120 basis
under section 362(a) reduced by $42.86, A2’s
proportionate share of FC’s net built-in loss,
computed as $90/$210 x $100) and DC’s basis in
A3 would be $82.86 ($140 basis under section
362(a) reduced by $57.14, A3’s proportionate
share of FC’s net built-in loss, computed as
$120/8210 x $100). However, if FC and DC were
to elect under section 362(e)(2)(C) to apply
the $100 basis reduction to FC’s basis in the
DC stock received in the transaction, DC’s
bases in A2 and A3 would remain their sec-
tion 362(a) bases of $120 and $140, respec-
tively. Under section 362(a), DC’s basis in Al
is $40 (irrespective of whether the section
362(e)(2)(C) election is made). If FC and DC
do not make a section 362(e)(2)(C) election,
FC’s basis in the DC stock received in the ex-
change will be $300; if FC and DC do make
the election, FC’s basis in the DC stock will
be $200 ($300—$100 net built-in loss). See
§1.362-4(b).
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Example 2. Multiple transferors. (i) Facts.
The facts are the same as in paragraph (i)(A)
of Example 1 of this paragraph (f), except that
FC only owns Al (basis $40, value $150) and
A2 (basis $120, value $30) and F owns A3
(basis $140, value $20). On Date 1, FC trans-
fers Al and A2, and F transfers A3, to DC in
a single transaction described in section 351.

(ii) Importation property. Al and A2 are im-
portation properties for the reasons set forth
in paragraph (i)(B) of Example 1 of this para-
graph (f). A3 is also an importation property
because, if F had sold A3 immediately before
the transaction, no gain or loss recognized
on the sale would have been taken into ac-
count in determining a federal income tax li-
ability, and, further, if DC had sold A3 imme-
diately after the transaction, DC would take
into account any gain or loss recognized on
the sale in determining its federal income
tax liability.

(iii) Loss importation transaction. The trans-
fers by FC and F are a section 362 trans-
action. The transaction is a loss importation
transaction for the reasons set forth in para-
graph (i)(C) of Example 1 of this paragraph (f)
(notwithstanding that one of the transferors,
FC, did not transfer a net built-in loss). See
paragraph (c)(3) of this section.

(iv) Application of section 362(e)(1) and this
section to importation property received in loss
importation transaction. Because the importa-
tion properties, Al, A2, and A3, were trans-
ferred in a loss importation transaction,
paragraph (b)(1) of this section applies and
DC’s basis in Al, A2, and A3 will each be
equal to the property’s value ($150, $30, and
$20, respectively) immediately after the
transfer.

(v) Basis of property received in transaction.
Following the application of section 362(e)(1)
and this section, the provisions of section
362(e)(2) must be taken into account because
the transfer is a section 362(a) transaction.
The application of section 362(e)(2) is deter-
mined separately for each transferor. See
§1.362-4(b). Taking into account the applica-
tion of section 362(e)(1) and this section, nei-
ther DC’s aggregate basis in FC’s properties
nor DC’s basis in F’s property would exceed
the properties’ respective values imme-
diately after the transaction. Therefore nei-
ther FC nor F has a net built-in loss, neither
transfer is a loss duplication transaction,
and section 362(e)(2) does not apply to either
transfer. DC’s bases in Al, A2, and A3, as de-
termined under paragraph (iv) of this Exam-
ple 2, are $150, $30, and $20, respectively.
Under section 358(a), FC’s basis in the DC
stock received is $160 ($40 + $120) and F’s
basis in the DC stock received in the ex-
change is $140.

Example 3. Transfer of importation and non-
importation property. (i) Facts. As in para-
graph (i) of Example 2, FC owns Al (basis $40,
value $150) and A2 (basis $120, value $30), and
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F owns A3 (basis $140, value $20). In addition,
A2 is a U.S. real property interest as defined
in section 897(c)(1). On Date 1, FC transfers
Al and A2, and F transfers A3, to DC in a sin-
gle transaction described in section 351.

(ii) Importation property. Al and A3 are im-
portation properties for the reasons set forth
in paragraph (i)(B) of Example 1 and para-
graph (ii) of Example 2 of this paragraph (f),
respectively. However, A2 is not importation
property because, if FC had sold A2 imme-
diately before the transaction, FC would
take into account any gain or loss recog-
nized on the sale in determining its federal
income tax liability.

(iii) Loss importation transaction. FC’s and
F’s transfer is a section 362 transaction. Fur-
thermore, but for section 362(e)(1) and this
section and section 362(e)(2), DC’s aggregate
basis in the importation properties, Al and
A3, would be $180 ($40 + $140) and the prop-
erties’ aggregate value would be $170 ($150 +
$20) immediately after the transaction.
Therefore, the importation properties’ aggre-
gate basis would exceed their aggregate
value immediately after the transaction, and
the transfer is a loss importation trans-
action.

(iv) Application of section 362(e)(1) and this
section to importation property received in loss
importation transaction. Because the importa-
tion properties, Al and A3, were transferred
in a loss importation transaction, paragraph
(b)(1) of this section applies and DC’s basis in
Al and in A3 will each be equal to the prop-
erty’s value ($150 and $20, respectively) im-
mediately after the transfer.

(V) Basis of property received in transaction.
Following the application of section 362(e)(1)
and this section, the provisions of section
362(e)(2) must be taken into account because
the transfer is a section 362(a) transaction.
The application of section 362(e)(2) is deter-
mined separately for each transferor. See
§1.362-4(b).

(A) FC’s transfer. Taking into account the
application of section 362(e)(1) and this sec-
tion but without taking into account the
provisions of section 362(e)(2), DC would have
an aggregate basis of $270 in the transferred
properties ($150 in Al, as determined under
paragraph (iv) of this Example 3, plus $120 in
A2, determined under section 362(a)), and the
properties would have an aggregate value of
$180 ($150 + $30) immediately after the trans-
fer. Therefore, FC has a net built-in loss and
FC’s transfer of Al and A2 is a loss duplica-
tion transaction. Accordingly, under the
general rule of section 362(e)(2), FC’s $90 net
built-in loss ($270 aggregate basis to DC over
$180 aggregate value) would be allocated pro-
portionately to reduce DC’s basis in the loss
property transferred by FC. As a result, FC’s
entire net built-in loss would be allocated to
A2, the only loss property transferred by FC,
and DC’s basis in A2 would be $30 ($120 basis
under section 362(a) reduced by $90 net built-

313



§1.362-3

in loss). However, if FC and DC were to elect
under section 362(e)(2)(C) to apply the $90
basis reduction to FC’s basis in the DC stock
received in the transaction, DC’s basis in A2
would remain its section 362(a) basis of $120.
DC’s basis in Al is $150 as determined under
paragraph (iv) of this Example 3 (irrespective
of whether the section 362(e)(2)(C) election is
made). If FC and DC do not make a section
362(e)(2)(C) election, FC’s basis in the DC
stock received in the exchange will be $160; if
FC and DC do make the election, FC’s basis
in the DC stock will be $70 ($160—$90 net
built-in loss). See §1.362-4.

(B) F’s transfer of A3. Taking into account
the application of section 362(e)(1) and this
section, DC’s basis in A3, the property trans-
ferred by F, would not exceed its value im-
mediately after the transfer. Therefore, F
does not have a built-in loss, F’s transfer is
not a loss duplication transaction, and sec-
tion 362(e)(2) does not apply to F’s transfer.
DC’s basis in A3, as determined under para-
graph (iv) of this Example 3, is $20. Under sec-
tion 358(a), F receives the DC stock with a
basis of $140.

Example 4. Multiple transferors of non-impor-
tation properties. (i) Facts. DC1 owns Al (basis
$40, value $150). In addition, as in Example 3
of this paragraph (f), FC owns A2 (basis $120,
value $30), a U.S. real property interest as
defined in section 897(c)(1), and F owns A3
(basis $140, value $20). On Date 1, DC1 trans-
fers Al, FC transfers A2, and F transfers A3,
to DC in a single transaction described in
section 351.

(ii) Importation property. A2 is not importa-
tion property and A3 is importation property
for the reasons set forth in paragraph (ii) of
Example 3 and paragraph (i)(B) of Example 1
of this paragraph (f), respectively. Al is not
importation property because, if DC1 had
sold A2 immediately before the transaction,
DC1 would take into account any gain or loss
recognized on the sale in determining its fed-
eral income tax liability.

(iii) Loss importation transaction. The trans-
fer of Al, A2, and A3 is a section 362 trans-
action. Furthermore, but for section 362(e)(1)
and this section and section 362(e)(2), DC’s
basis in importation property, A3, would be
$140 and the value of the property would be
$20 immediately after the transaction.
Therefore, the importation property’s basis
would exceed value and the transfer is a loss
importation transaction.

(iv) Application of section 362(e)(1) and this
section to importation property received in 1oss
importation transaction. Because the importa-
tion property, A3, was transferred in a loss
importation transaction, section 362(e)(1)
and paragraph (b)(1) of this section apply and
DC’s basis in A3 will be equal to A3’s $20
value immediately after the transfer.

(v) Basis of property received in transaction.
Following the application of section 362(e)(1)
and this section, the provisions of section
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362(e)(2) must be taken into account because
the transfer is a section 362(a) transaction.
The application of section 362(e)(2) is deter-
mined separately for each transferor. See
§1.362-4.

(A) DCI’s transfer. Taking into account the
application of section 362(e)(1) and this sec-
tion, DC’s basis in Al ($40 under section
362(a)) would not exceed its value imme-
diately after the transfer. Therefore, DC1
does not have a net built-in loss, DC1’s trans-
fer is not a loss duplication transaction, and
section 362(e)(2) does not apply to DC1’s
transfer. DC’s basis in Al, determined under
section 362(a), is $40. Under section 358(a),
DC1 receives the DC stock with a basis of $40.

(B) FC’s transfer. Taking into account the
application of section 362(e)(1) and this sec-
tion, but without taking into account the
provisions of section 362(e)(2), DC would have
a section 362(a) basis of $120 in A2, which
would exceed A2’s $30 value immediately
after the transfer. Therefore, FC has a net
built-in loss and FC’s transfer of A2 is a loss
duplication transaction. Accordingly, under
the general rule of section 362(e)(2), FC’s $90
net built-in loss (DC’s $120 basis in A2 over
A2’s $30 value) would be applied to reduce
DC’s basis in A2, the only loss property
transferred by FC. As a result, DC’s basis in
A2 would be $30 ($120 basis under section
362(a), reduced by the $90 net built-in loss).
However, if FC and DC were to elect under
section 362(e)(2)(C) to apply the $90 basis re-
duction to FC’s basis in the DC stock re-
ceived in the transaction, DC’s basis in A2
would be its $120 basis determined under sec-
tion 362(a). If FC and DC do not make a sec-
tion 362(e)(2)(C) election, FC’s basis in the
DC stock received in the exchange will be
$120; if FC and DC do make the election, FC’s
basis in the DC stock will be $30 ($120—$90).
See §1.362-4.

(C) F’s transfer. F’s transfer of A3 is a
transaction described in section 362(a). How-
ever, taking into account the application of
section 362(e)(1) and this section, DC’s basis
in A3 ($20) would not exceed its value imme-
diately after the transfer. Therefore, F does
not have a built-in loss, F’s transfer is not a
loss duplication transaction, and section
362(e)(2) does not apply to F’s transfer. DC’s
basis in A3, as determined under paragraph
(iv) of this Example 4, is $20. Under section
358(a), F receives the DC stock with a basis
of $140.

Example 5. Partnership transactions. (i)
Transfer by foreign partnership, foreign and do-
mestic partners. (A) Facts. A and F are equal
partners in FP. FP owns Al (basis $100, value
$70). Under the terms of the FP partnership
agreement, FP’s items of income, gain, de-
duction, and loss are allocated equally be-
tween A and F. Section 704(c) does not apply
with respect to the partnership property. FP
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transfers Al to DC in a transfer to which sec-
tion 351 applies. No election is made under
section 362(e)(2)(C).

(B) Importation property. If FP had sold Al
immediately before the transaction, any
gain or loss recognized on the sale would be
allocated to and includible by A and F equal-
ly under the partnership agreement. Thus,
under paragraph (d)(2) of this section, Al is
treated as tentatively divided into two equal
portions, one treated as owned by A and one
treated as owned by F. If FP had sold Al im-
mediately before the transaction, any gain
or loss recognized on the portion treated as
owned by A would have been taken into ac-
count in determining a federal income tax li-
ability (A’s); thus A’s tentatively divided
portion of Al is not importation property.
However, no gain or loss recognized on the
tentatively divided portion treated as owned
by F would have been taken into account in
determining a federal income tax liability.
Further, if DC had sold Al immediately after
the transaction, any gain or loss recognized
on the sale would have been taken into ac-
count in determining a federal income tax li-
ability (DC’s); thus, F’s tentatively divided
portion of Al is importation property.

(C) Loss importation transaction. FP’s trans-
fer of Al is a section 362 transaction. Fur-
thermore, but for section 362(e)(1) and this
section and section 362(e)(2), DC’s basis in
the importation property, F’s portion of Al,
would be $50 under section 362(a) and the
property’s value would be $35 immediately
after the transaction. Therefore, the impor-
tation property’s basis would exceed its
value and the transfer is a loss importation
transaction.

(D) Application of section 362(e)(1) and this
section to importation property received in loss
importation transaction. Because the importa-
tion property, F’s tentatively divided por-
tion of Al, was transferred in a loss importa-
tion transaction, section 362(e)(1) and para-
graph (b)(1) of this section apply and DC’s
basis in F’s portion of Al will be equal to its
$35 value.

(E) Basis of property received in transaction.
Following the application of section 362(e)(1)
and this section, the provisions of section
362(e)(2) must be taken into account because
the transfer is a section 362(a) transaction.
Taking into account the application of sec-
tion 362(e)(1) and this section but without
taking into account the provisions of section
362(e)(2), DC’s aggregate basis in A1l would be
$85 (the sum of the $35 basis in F’s ten-
tatively divided portion of Al, as determined
under paragraph (i)(D) of this Example 5, and
the $50 basis in A’s tentatively divided por-
tion of Al, determined under section 362(a),
see paragraphs (d)(2) and (e)(3) of this sec-
tion) and Al’s value immediately after the
transfer would be $70. Therefore, FP has a
net built-in loss and FP’s transfer of Al is a
loss duplication transaction. Accordingly,
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under the general rule of section 362(e)(2),
FP’s $15 net built-in loss ($85 basis over $70
value) would be allocated to reduce DC’s
basis in the loss asset, Al, the only loss prop-
erty transferred by FP. As a result, DC’s
basis in Al would be $70 ($85 basis under sec-
tion 362(a) and this section, reduced by the
$15 net built-in loss). Under section 358, FP’s
basis in the DC stock received in the ex-
change will be $100. See §1.362—-4.

(ii) Transfer with election to apply section
362(e)(2)(C). The facts are the same as in
paragraph (i)(A) of this Erample 5, except
that FP and DC elect to apply section
362(e)(2)(C) to reduce FP’s basis in the DC
stock received in the exchange. The analysis
and results are the same as in paragraphs
(i)(B), (C), (D), and (E) of this Example 5, ex-
cept that the $15 reduction to DC’s basis in
Al is not made and, as a result, DC’s basis in
Al remains $85, and FP’s basis in the DC
stock received in the exchange is reduced
from $100 to $85. The $15 reduction to FP’s
basis in DC stock reduces A’s basis in its FP
interest wunder section 705(a)(2)(B). See
§1.362-4(e)(1).

(iii) Transfer by domestic partnership. The
facts are the same as in paragraph (i)(A) of
this Example 5 except that FP is a domestic
partnership. The analysis and results are the
same as in paragraphs (i)(B), (C), (D), and (E)
of this Example 5.

(iv) Transfer of interest in partnership with
liability. (A) Facts. F and two other individ-
uals are equal partners in FP. F’s basis in its
partnership interest is $247. F’s share of FP’s
§1.752-1 liabilities (as defined in §1.752—
1(a)(4)) is $150. F transfers his partnership in-
terest to DC in a transaction to which sec-
tion 351 applies. If DC were to sell the FP in-
terest immediately after the transfer, DC
would receive $100 in cash or other property.
In addition, taking into account the rules
under §1.752-4, DC’s share of FP’s §1.752-1 1i-
abilities (as defined in §1.752-1(a)(4)) is $145
immediately after the transfer.

(B) Importation property. If F had sold his
partnership interest immediately before the
transaction, no gain or loss recognized on
the sale would have been taken into account
in determining a federal income tax liabil-
ity. Further, if DC had sold the partnership
interest immediately after the transaction,
any gain or loss recognized on the sale would
have been taken into account in determining
a federal income tax liability. Therefore, F’s
partnership interest is importation property.

(C) Loss importation transaction. F’s transfer
is a section 362 transaction. However, but for
section 362(e)(1) and this section and section
362(e)(2), DC’s basis in the importation prop-
erty, the partnership interest, determined
under section 362(a) and taking into account
the rules under section 752, would be $242 (F’s
$247 basis reduced by F’s $150 share of FP li-
abilities and increased by DC’s $145 share of
FP liabilities) and, under paragraph (c)(4)(ii)
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of this section, the value of the FP interest
would be $245 (the sum of $100, the cash DC
would receive if DC immediately sold the
partnership interest, and $145, DC’s share of
the §1.752-1 liabilities (as defined in §1.752—
1(a)(4)) under section 752 immediately after
the transfer to DC). Therefore, the importa-
tion property’s basis ($242) would not exceed
its value ($245), and the transfer is not a loss
importation transaction.

(D) Basis in property received in transaction.
Following the application of section 362(e)(1)
and this section, the provisions of section
362(e)(2) must be taken into account because
the transfer is a section 362(a) transaction.
As described in paragraph (iv)(C) of this Ex-
ample 5, taking into account the application
of section 362(e)(1) and this section, DC’s
basis in the partnership interest would not
exceed its value. Therefore, under §1.362-4, F
does not have a net built-in loss, the transfer
is not a loss duplication transaction, and
section 362(e)(2) does not apply to the trans-
fer. DC’s basis in F’s partnership interest is
$242, determined under sections 362(a) and
752. Under section 358, taking into account
the rules under section 752, F’s basis in the
DC stock received in the exchange is $97 ($247
reduced by F’s $150 share of FP liabilities). If
FP had elected under section 754, or if sec-
tion 743(b) required a downward basis adjust-
ment to the partnership property, FP would
apply the rules of §1.743-1 to determine the
amount of the basis adjustment to the part-
nership property.

Example 6. Transactions involving tar-exempt
entities. (i) Exempt transferor. (A) Facts. InsCo
is a benevolent life insurance association of
a purely local character exempt from federal
income tax under section 501(a) because it is
described in section 501(c)(12). InsCo owns
shares of stock of DC1 (basis $100, value $70)
for investment purposes, which are not debt-
financed property (as defined in section 514).
On December 31, Year 1, InsCo transfers the
DC1 stock to DC in exchange for DC stock in
a transaction to which section 351 applies.
No election is made under section
362(e)(2)(C).

(B) Importation property. If InsCo had sold
the DC1 stock immediately before the trans-
action, any gain or loss realized would be ex-
cluded from UBTI under section 512(b)(5), and
thus no gain or loss recognized on the sale
would have been taken into account in deter-
mining federal income tax liability. Further,
if DC had sold the DC1 stock immediately
after the transaction, any gain or loss recog-
nized on the sale would have been taken into
account in determining federal income tax
liability. Therefore, the DC1 stock is impor-
tation property.

(C) Loss importation transaction. InsCo’s
transfer is a section 362 transaction. Fur-
thermore, but for section 362(e)(1) and this
section and section 362(e)(2), DC’s basis in
importation property, the DC1 stock, would
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be $100, and the stock’s value would be $70
immediately after the transaction. There-
fore, the importation property’s basis would
exceed its value and the transfer is a loss im-
portation transaction.

(D) Application of section 362(e)(1) and this
section to importation property received in loss
importation transaction. Because the importa-
tion property, the DC1 stock, was transferred
in a loss importation transaction, paragraph
(b)(1) of this section applies and DC’s basis in
the stock will be equal to its $70 value.

(E) Basis of property received in transaction.
Following the application of section 362(e)(1)
and this section, the provisions of section
362(e)(2) must be taken into account because
the transfer is a section 362(a) transaction.
Taking into account the application of sec-
tion 362(e)(1) and this section, DC’s basis in
the DC1 stock does not exceed its value im-
mediately after the transaction. Therefore,
InsCo does not have a net built-in loss,
InsCo’s transfer is not a loss duplication
transaction, and section 362(e)(2) has no ap-
plication to the transaction. DC’s basis in
the DC1 stock, as determined under para-
graph (i) (D) of this Example 6, is $70. Under
section 358, InsCo’s basis in the DC stock re-
ceived in the exchange will be $100.

(ii) Transferor loses tax-exempt status. (A)
Facts. The facts are the same as in paragraph
(i)(A) of this Example 6 except that InsCo
fails to be described in section 501(c)(12) in
Year 1.

(B) Importation property. If InsCo had sold
the DC1 stock immediately before the trans-
action, any gain or loss recognized on the
sale would have been taken into account in
determining a federal income tax liability.
Therefore, the DC1 stock is not importation
property and this section does not apply to
the transaction.

(C) Basis of property received in transaction.
Following the application of section 362(e)(1)
and this section, the provisions of section
362(e)(2) must be taken into account because
the transfer is a section 362(a) transaction.
Taking into account the application of sec-
tion 362(e)(1) and this section but without
taking into account the provisions of section
362(e)(2), DC would have a section 362(a) basis
of $100 in the stock, which would exceed its
value of $70 immediately after the transfer.
Therefore, InsCo has a net built-in loss and
InsCo’s transfer of the DC1 stock is a loss du-
plication transaction. Accordingly, under
the general rule of section 362(e)(2), InsCo’s
$30 net built-in loss ($100 basis over $70 value)
would be allocated to reduce DC’s basis in
the loss asset, the DC1 stock, the only loss
property transferred by InsCo. As a result,
DC’s basis in the DC1 stock would be $70 ($100
basis under section 362(a), reduced by the $30
net built-in loss). Under section 358, InsCo’s
basis in the DC stock received in the ex-
change will be $100.
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(iii) Transfer of property that is subject to un-
related business tax. (A) Facts. The facts are
the same as in paragraph (i)(A) of this Exam-
ple 6 except that, on December 31, Year 1, in-
stead of the DC1 stock, InsCo transfers Al
(basis $200, value $150) to DC. Al is real prop-
erty that InsCo owned from January 1 to De-
cember 31 of Year 1. During the entirety of
this period, Al’s basis was $200, and in the
twelve months prior to December 31, Year 1,
the highest amount of outstanding principal
indebtedness on Al was $40. For purposes of
the UBTI rules under section 512, Al is debt-
financed property within the meaning of sec-
tion 514(b).

(B) Importation property. If InsCo had sold
Al immediately before the transaction, 20
percent of any gain or loss recognized on
that sale (that is, $40 of acquisition indebted-
ness on Al divided by Al’s $200 basis in Year
1) would, under sections 512 and 514, be in-
cludible in UBTI at the end of Year 1, and 80
percent would not. Thus, under paragraph
(d)(4) of this section, Al is treated as ten-
tatively divided into two portions, one re-
flecting the gain or loss that would be taken
into account in determining a federal income
tax liability in InsCo’s hands immediately
before the transfer (the 20 percent portion)
and one that would not (the 80 percent por-
tion). Further, if DC sold Al immediately
after the transfer, any gain or loss on both
portions would be taken into account in de-
termining a federal income tax liability. Ac-
cordingly, the 20 percent portion is not im-
portation property, but the 80 percent por-
tion is.

(C) Loss importation transaction. InsCo’s
transfer of Al is a section 362 transaction.
Furthermore, but for section 362(e)(1) and
this section and section 362(e)(2), DC’s basis
in the importation property, the 80 percent
portion of Al, would be $160 (80 percent of
InsCo’s $200 basis) under section 362(a) and
the property’s value would be $120 (80% of
Al’s $120 value) immediately after the trans-
action. Therefore, the importation prop-
erty’s basis would exceed its value and the
transfer is a loss importation transaction.

(D) Application of section 362(e)(1) and this
section to importation property received in loss
importation transaction. Because the importa-
tion property, the 80 percent portion of Al,
was transferred in a loss importation trans-
action, section 362(e)(1) and paragraph (b)(1)
of this section apply and DC’s basis in that
portion of Al will be equal to its $120 value.

(E) Basis of property received in transaction.
Following the application of section 362(e)(1)
and this section, the provisions of section
362(e)(2) must be taken into account because
the transfer is a section 362(a) transaction.
Taking into account the application of sec-
tion 362(e)(1) and this section but without
taking into account the provisions of section
362(e)(2), DC’s aggregate basis in A1 would be
$160 (the sum of the $120 basis in the 80 per-
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cent importation portion of Al, as deter-
mined under paragraph (iii)(D) of this Exam-
ple 6, and the $40 basis in the 20 percent por-
tion of Al that is not importation property,
determined under section 362(a). See para-
graph (e)(3) of this section). Further, Al’s
value immediately after the transfer would
be $150. Therefore, InsCo has a net built-in
loss in Al, and InsCo’s transfer of Al is a loss
duplication transaction. Accordingly, under
the general rule of section 362(e)(2), InsCo’s
$10 net built-in loss (8160 basis over $150
value) would be allocated to reduce DC’s
basis in the loss asset, Al, the only loss prop-
erty transferred by InsCo. As a result, DC’s
basis in Al would be $150 ($160 basis under
section 362(a) and this section, reduced by
the $10 net built-in loss). Under section 358,
InsCo’s basis in the DC stock received in the
exchange will be $200. See §1.362-4.

(iv) Transfer with election to apply section
362(e)(2)(C). The facts are the same as in
paragraph (iii)(A) of this Example 6, except
that InsCo and DC elect to apply section
362(e)(2)(C) to reduce InsCo’s basis in the DC
stock received in the exchange. The analysis
and results are the same as in paragraphs
(ii1)(B), (C), (D), and (E) of this Example 6, ex-
cept that the $10 reduction to DC’s basis in
Al is not made and, as a result, DC’s basis in
Al remains $160; however, InsCo’s basis in
the DC stock received in the exchange is re-
duced from $200 to $190.

Example 7. Transactions involving CFCs. (i)
Transfer by CFC. (A) Facts. FC is a CFC with
100 shares of stock outstanding. A owns 60 of
the shares and F owns the remaining 40
shares. FC owns two assets, Al (basis $70,
value $100), which is used in the conduct of a
U.S. trade or business, and A2 (basis $100,
value $75), which is not used in the conduct
of a U.S. trade or business. FC transfers both
assets to DC in a transaction to which sec-
tion 351 applies.

(B) Importation property. If FC had sold Al
immediately before the transaction, any
gain or loss recognized on the sale would
have been taken into account in determining
a federal income tax liability (FC’s). See sec-
tion 882(a). Therefore, Al is not importation
property. If FC had sold A2 immediately be-
fore the transaction, FC would not take the
gain or loss recognized into account in deter-
mining its federal income tax liability, but
the gain or loss could be taken into account
in determining a section 951 inclusion to
FC’s U.S. shareholders. However, under para-
graph (d)(3) of this section, gain or loss is not
deemed taken into account in determining a
federal income tax liability solely because it
could affect an inclusion under section
951(a). Further, if DC had sold A2 imme-
diately after the transaction, any gain or
loss recognized on the sale would have been
taken into account in determining a federal
income tax liability. Therefore, A2 is impor-
tation property.
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(C) Loss importation transaction. FC’s trans-
fer is a section 362 transaction. Furthermore,
but for section 362(e)(1) and this section and
section 362(e)(2), DC’s basis in the importa-
tion property, A2, would be $100 and the
property’s value would be $75 immediately
after the transaction. Therefore, the impor-
tation property’s basis would exceed its
value and the transfer is a loss importation
transaction.

(D) Application of section 362(e)(1) and this
section to importation property received in loss
importation transaction. Because the importa-
tion property, A2, was transferred in a loss
importation transaction, paragraph (b)(1) of
this section applies and DC’s basis in A2 will
be equal to A2’s $75 value immediately after
the transfer.

(E) Basis of property received in transaction.
Following the application of section 362(e)(1)
and this section, the provisions of section
362(e)(2) must be taken into account because
the transfer is a section 362(a) transaction.
Taking into account the application of sec-
tion 362(e)(1) and this section but without
taking into account the provisions of section
362(e)(2), DC would have an aggregate basis
of $145 in the transferred properties ($70 in
Al, determined under section 362(a), plus $75
in A2, determined under this section) and the
properties would have an aggregate value of
$175 ($100 + $75) immediately after the trans-
fer. Therefore, FC does not have a net built-
in loss, FC’s transfer is not a loss duplication
transaction, and section 362(e)(2) does not
apply to the transaction. DC’s basis in Al
will be $70, determined under section 362(a),
and DC’s basis in A2 will be $75, as deter-
mined under paragraph (i)(D) of this Example
7. Under the general rule in section 358(a),
FC receives the DC stock with a basis of $170
($70 attributable to Al plus $100 attributable
to A2).

(ii) Transfer of CFC stock. (A) Facts. The
facts are the same as in paragraph (i)(A) of
this Example 7, except that A transfers its 60
shares of FC stock (basis $80, value $105) and
F transfers its 40 shares of FC stock (basis
$100, value $70) to DC in an exchange that
qualifies under section 351.

(B) Importation property. If A had sold its
FC shares immediately before the trans-
action, any gain or loss recognized on the
sale would have been taken into account in
determining a federal income tax liability
(A’s). Therefore, A’s FC shares are not im-
portation property. However, if F had sold
its FC shares immediately before the trans-
action, no gain or loss recognized on the sale
would have been taken into account in deter-
mining a federal income tax liability. Fur-
ther, if DC had sold F’s FC shares imme-
diately after the transaction, any gain or
loss recognized on the sale would have been
taken into account in determining a federal
income tax liability. Therefore, F’s FC
shares are importation property.
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(C) Loss importation transaction. The trans-
fer of the FC shares is a section 362 trans-
action. Furthermore, but for section 362(e)(1)
and this section and section 362(e)(2), DC’s
aggregate basis in the importation property,
F’s shares of FC stock, would be $100 under
section 362(a) and the shares’ aggregate
value would be $70. Therefore, the importa-
tion property’s aggregate basis would exceed
its aggregate value, and the transfer is a loss
importation transaction.

(D) Application of section 362(e)(1) and this
section to importation property received in loss
importation transaction. Because the importa-
tion property, F’s shares of FC stock, was
transferred in a loss importation trans-
action, paragraph (b)(1) of this section ap-
plies and DC’s aggregate basis in the shares
will be equal to their $70 aggregate value im-
mediately after the transfer.

(E) Basis of property received in transaction.
Following the application of section 362(e)(1)
and this section, the provisions of section
362(e)(2) must be taken into account because
the transfer is a section 362(a) transaction.
The application of section 362(e)(2) is deter-
mined separately for each transferor. See
§1.362-4(b).

(1) A’s transfer. Taking into account the ap-
plication of section 362(e)(1) and this section,
DC’s aggregate basis in the shares ($80 under
section 362(a)) would not exceed the shares’
value ($105) immediately after the trans-
action. Therefore A does not have a built-in
loss, A’s transfer is not a loss duplication
transaction, and section 362(e)(2) does not
apply to A’s transfer. DC’s aggregate basis in
A’s shares, determined under section 362(a),
is $80. Under section 358(a), A receives the DC
stock with a basis of $80.

(2) F’s transfer. Taking into account the ap-
plication of section 362(e)(1) and this section,
DC’s aggregate basis in the shares would not
exceed their value immediately after the
transaction. Therefore, F does not have a
built-in loss, F’s transfer is not a loss dupli-
cation transaction, and section 362(e)(2) does
not apply to F’s transfer. DC’s aggregate
basis in F’s shares, as determined under
paragraph (ii)(D) of this Example 7, is $70.
Under section 358(a), F receives the DC stock
with a basis of $100.

Example 8. Property subject to withholding
tax. (i) Facts. FC owns a share of DC1 stock
(basis $100, value $70) as an investment. FC
receives dividends on the share that are sub-
ject to federal withholding tax of 30 percent
of the amount received under section 881(a);
under section 1442(a), DC1 must withhold tax
on the dividends paid. FC transfers the DC1
share to DC in a transaction to which sec-
tion 351 applies.

(ii) Importation property. Although any divi-
dends received with respect to the DC1 stock
were subject to withholding tax, if FC had
sold the share of stock of DC1, no gain or loss
recognized on the sale would have been
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taken into account in determining a federal
income tax liability. See section 865(a)(2).
Further, if DC had sold the share of DCl1
stock immediately after the transaction, any
gain or loss recognized on the sale would be
taken into account in determining federal
income tax liability. Therefore, the share of
DCI1 stock is importation property.

(iil) Loss importation transaction. FC’s
transfer is a section 362 transaction. Fur-
thermore, but for section 362(e)(1) and this
section and section 362(e)(2), DC’s basis in
the importation property, the share of DC1
stock, would be $100 and the share’s value
would be $70 immediately after the trans-
action. Therefore, the share’s basis would ex-
ceed its value and the transfer is a loss im-
portation transaction.

(iv) Application of section 362(e)(1) and this
section to importation property received in loss
importation transaction. Because the importa-
tion property, the DC1 share, was transferred
in a loss importation transaction, paragraph
(b)(1) of this section applies and DC’s basis in
the share will be equal to the share’s $70
value.

(v) Basis of property received in transaction.
Following the application of section 362(e)(1)
and this section, the provisions of section
362(e)(2) must be taken into account because
the transfer is a section 362(a) transaction.
Taking into account the application of sec-
tion 362(e)(1) and this section, DC’s basis in
the DC1 share would not exceed the share’s
value immediately after the transaction.
Therefore, FC does not have a net built-in
loss, FC’s transfer is not a loss duplication
transaction, and section 362(e)(2) does not
apply to the transaction. DC’s basis in the
DC1 share, as determined under paragraph
(iv) of this Example 8, is $70. Under section
368, FC’s basis in the DC stock received in
the exchange will be $100.

Example 9. Property transferred in triangular
reorganization. (i) Foreign subsidiary. (A)
Facts. P owns the sole outstanding share of
stock of FC (basis $1), FC1 owns the sole out-
standing share of FC2 (basis $100), and FC2
owns one asset, Al (basis $100, value $20). In
a forward triangular merger described in
§1.358-6(b)(2)(i), FC2 merges with and into
FC, and FC1 receives shares of P stock in ex-
change for its FC2 stock. The forward tri-
angular merger is a transaction described in
section 368(a)(2)(D) and, therefore, in section
362(b).

(B) Determining P’s basis in its FC share.
Pursuant to §1.358-6, for purposes of deter-
mining the adjustment to P’s basis in its FC
shares, P is treated as though it first re-
ceived Al in a transaction in which its basis
in Al would be determined under section
362(b) and then it transferred Al to FC in a
transaction in which P’s basis in its FC
stock would be determined under section 358.

(1) P’s deemed acquisition and transfer of Al.
If FC2 had sold Al for its value immediately
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before the deemed transaction, no gain or
loss recognized on the sale would have been
taken into account in determining a federal
income tax liability. If P had sold Al imme-
diately after the deemed transaction, any
gain or loss recognized on the sale would
have been taken into account in determining
a federal income tax liability (P’s). There-
fore, with respect to P’s deemed acquisition,
Al is importation property. Furthermore,
immediately after the deemed transaction,
P’s basis in Al, but for section 362(e)(1) and
this section and section 362(e)(2), would be
$100 and Al’s value is $20. Therefore, the im-
portation property’s basis would exceed its
value and the transfer is a loss importation
transaction. Accordingly, P’s deemed basis
in Al will be equal to Al’s $20 value.

(2) P’s FC stock basis. As a result of P’s
deemed transfer of Al to FC (and applying
the principles of §1.367(b)-13), P’s basis in its
FC stock is increased by its $20 deemed basis
in Al. Accordingly, following the trans-
action, P’s basis in its share of FC stock will
be $21 (the sum of its original $1 basis and
the $20 adjustment for the deemed transfer of
Al).

(C) FC’s basis in Al. FC’s basis in Al is de-
termined under the rules of this section
without regard to the determination of P’s
adjustment to its basis in FC stock. If FC2
had sold Al for its value immediately before
the transaction, no gain or loss recognized
on the sale would have been taken into ac-
count in determining a federal income tax li-
ability. However, if FC had sold Al imme-
diately after the transaction, no gain or loss
recognized on the sale would have been
taken into account in determining a federal
income tax liability, so Al is not importa-
tion property. Accordingly, this section will
not apply to the transaction. Although there
is a net built-in loss in Al, the transaction is
not described in section 362(a), and so section
362(e)(2) and §1.362-4 will not apply to the
transaction. Thus, under section 362(b), FC’s
basis in Al will be $100.

(D) FCI’s basis in P stock. Under section 358,
FC1l’s basis in the P stock it receives in the
exchange will be $100.

(ii) Property transferred to U.S. subsidiary in
triangular reorganication. (A) Facts. The facts
are the same as in paragraph (i)(A) of this
Example 9, except that P also owns the sole
outstanding share of DC (basis $1) and, in-
stead of merging into FC, FC2 merged into
DC.

(B) Determining P’s basis in its DC share. As
determined under paragraph (i)(B)(2) of this
Example 9, P’s basis in its DC share is $21, the
sum of its original $1 basis plus the $20 ad-
justment for the deemed transfer of Al.

(C) DC’s basis in Al. If FC2 had sold Al for
its value immediately before the trans-
action, no gain or loss recognized on the sale
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would have been taken into account in deter-
mining a federal income tax liability. How-
ever, if DC had sold Al immediately after the
transaction, any gain or loss recognized on
the sale would have been taken into account
in determining a federal income tax liabil-
ity, so Al is importation property with re-
spect to DC. Furthermore, immediately after
the transaction, DC’s basis in Al, but for sec-
tion 362(e)(1) and this section and section
362(e)(2), would be $100 and Al’s value is $20.
Therefore, the importation property’s basis
would exceed its value and the transfer is a
loss importation transaction. Accordingly,
DC’s basis in Al will be $20, A1l’s value imme-
diately after the transaction.

(D) FCI’s basis in P stock. Under sec-
tion 358, FCl’s basis in the P stock it
receives in the exchange is $100.

(g) Applicability date. This section ap-
plies with respect to any transaction
occurring on or after March 28, 2016,
and also with respect to any trans-
action occurring before such date as a
result of an entity classification elec-
tion under §301.7701-3 of this chapter
filed on or after March 28, 2016, unless
such transaction is pursuant to a bind-
ing agreement that was in effect prior
to March 28, 2016 and at all times there-
after. In addition, taxpayers may apply
this section to any transaction occur-
ring after October 22, 2004.

[T.D. 9759, 81 FR 17075, Mar. 28, 2016]

§1.362-4 Basis of
property.

(a) Purpose and scope—(1) In general.
The purpose of section 362(e)(2) and this
section is to prevent the duplication of
net loss in transfers to which section
351 applies, capital contributions, and
paid-in surplus (each, a section 362(a)
transaction). See paragraph (g) of this
section for definitions of terms used in
this section.

(2) Intercompany transactions. For
rules relating to the application of sec-
tion 362(e)(2) to transfers between
members of a consolidated group on or
after October 22, 2004, see §1.1502-80(h).

(b) Basis determinations under section
362(e)(2) and this section. Notwith-
standing section 362(a), if a corporation
(Acquiring) receives loss duplication
property (as defined in paragraph (g)(1)
of this section) from a person (Trans-
feror) in a loss duplication transaction
(as defined in paragraph (g)(2) of this
section), Acquiring’s basis in such

loss duplication
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property is equal to the basis of the
property determined without regard to
section 362(e)(2) and this section (as de-
scribed in paragraph (g)(1)(ii) of this
section), reduced by the property’s al-
locable portion of Transferor’s net
built-in loss (as defined in paragraph
(2)(3) of this section). If more than one
Transferor transfers property to a cor-
poration in a section 362(a) trans-
action, whether and the extent to
which section 362(e)(2) and this section
apply is determined separately for each
Transferor.

(c) Exceptions and special rules—(1)
Transactions in which net built-in loss is
eliminated without recognition. Section
362(e)(2) does not apply to a transaction
to the extent that—

(i) Without recognizing gain or loss,
Transferor distributes the Acquiring
stock received in the transaction; and

(ii) Upon completion of the trans-
action, no person holds Acquiring
stock or any other asset with a basis
determined, in whole or in part, by ref-
erence to Transferor’s basis in the dis-
tributed Acquiring stock.

(2) Certain transactions outside of the
United States. Section 362(e)(2) does not
apply to a transaction if—

(i) Neither Transferor nor Acquiring
is a U.S. person (as defined in section
7701(a)(30)), a person otherwise required
to file a U.S. return for the year of the
transaction, a controlled foreign cor-
poration (CFC, as defined in paragraph
(2)(7) of this section), or a controlled
foreign partnership (CFP, as defined in
paragraph (g)(9) of this section) on the
date of the transaction;

(ii) The transfer occurs more than
two years prior to the date of any
event described in paragraph
(A)B)(Ei1)E), (F), or (G) of this section;
and

(iii) The original transaction and the
event or events described in paragraph
(@(B)(Ii1)(E), (F), or (G) of this section
were not entered into with a view to
reducing or avoiding the Federal in-
come tax liability of any person by
avoiding the application of section
362(e)(2) and this section to the original
transaction.

(3) Other effects of basis determination
under this section—(i) Determination by
reference to transferor’s basis. A deter-
mination of basis under this section is
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a determination by reference to the
transferor’s basis, including for pur-
poses of sections 755, 1223(2), and
7701(a)(43).

(ii) Treatment as tax-exempt income or
noncapital, nondeductible expense. A de-
termination of basis under paragraph
(b) of this section does not give rise to
an item treated as a noncapital, non-
deductible expense under §1.1502—
32(b)(2)(iii). However, a determination
of basis under paragraph (d) of this sec-
tion does give rise to an item treated
as a noncapital, nondeductible expense
under §1.1502-32(b)(2)(iii).

(d) Election to reduce Transferor’s stock
basis instead of Acquiring’s asset basis—
(1) In general. In lieu of making the
basis reductions otherwise required
under paragraph (b) of this section,
Transferor and Acquiring may elect to
reduce Transferor’s basis in Acquiring
stock that is received in the trans-
action without the recognition of gain
or loss (the section 362(e)(2)(C) elec-
tion). The section 362(e)(2)(C) election
may be made protectively and will
have no effect to the extent that prop-
erty transferred in the transaction is
determined not to be subject to section
362(e)(2) and this section. However, the
election is irrevocable once it is made.
A section 362(e)(2)(C) election is made
and effective if—

(i) Prior to the filing of a Section
362(e)(2)(C) Statement (described in
paragraph (d)(3)(i) of this section),
Transferor and Acquiring enter into a
written, binding agreement to elect to
apply section 362(e)(2)(C); and

(ii) The Section 362(e)(2)(C) State-
ment is filed in accordance with the
provisions of paragraph (d)(3) of this
section.

(2) Effect of section 362(e)(2)(C) election.
If a section 362(e)(2)(C) election is made
and in effect—

(i) An amount equal to the portion of
Transferor’s net built-in loss (as de-
fined in paragraph (g)(3) of this sec-
tion) that would otherwise be applied
to reduce asset basis under paragraph
(b) of this section is allocated among
the Acquiring shares received or
deemed received in the exchange (in
proportion to the value of such shares)
and applied to reduce Transferor’s
basis (determined without regard to
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section 362(e)(2) and this section) in
each such share; and

(ii) Acquiring’s basis in loss duplica-
tion property received from Transferor
in the transaction is not determined
under section 362(e)(2) and this section.

(3) Section 362(e)(2)(C) Statement—(i)
Form and contents of statement. The Sec-
tion 362(e)(2)(C) Statement is to be ti-
tled ‘‘Section 362(e)(2)(C) Statement.”
The Section 362(e)(2)(C) Statement
must—

(A) Identify (by name and tax identi-
fication number, if any) Transferor and
Acquiring;

(B) State that Transferor and Acquir-
ing have entered into a written, bind-
ing agreement to elect to apply section
362(e)(2)(C) as required in paragraph
(d)(1)() of this section; and

(C) State the date of the transaction
(or, if the transaction includes trans-
fers on more than one date, then the
dates of all transfers) to which the
election applies.

(i1) Filing the Section 362(e)(2)(C) State-
ment. In general, the Section
362(e)(2)(C) Statement is filed by the
person or entity described in the appli-
cable paragraph of this paragraph
(d)(B)(ii). Thus, if Transferor is a part-
nership, S corporation, trust (including
a subpart E trust), or other pass-
through entity, or Acquiring is an S
corporation, the entity (and not the
partners, shareholders, or other per-
sons having an interest in the entity or
its property) is the person that must
file the Section 362(e)(2)(C) Statement,
without regard to whether such entity
is foreign or domestic. However, in the
case of a CFC or CFP, the controlling
U.S. shareholders of the CFC or the re-
porting U.S. partners of the CFP, re-
spectively, file the Section 362(e)(2)(C)
Statement.

(A) Transferor is a person required to
file a U.S. return. If Transferor is a per-
son required to file a U.S. return for
the year of the transfer, Transferor
must include the Section 362(e)(2)(C)
Statement on or with its timely filed
(including extensions) original U.S. re-
turn for the taxable year in which the
transfer occurred.

(B) Transferor is a CFC or CFP and not
required to file a U.S. return. If para-
graph (d)(3)(ii)(A) of this section does
not apply and Transferor is either a
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CFC or a CFP on the date of the trans-
fer, all of Transferor’s controlling U.S.
shareholders (in the case of a CFC) or
all of Transferor’s reporting U.S. part-
ners (in the case of a CFP) must in-
clude the Section 362(e)(2)(C) State-
ment on or with their timely filed (in-
cluding extensions) original U.S. re-
turns for their taxable years in which
the transfer occurred.

(C) Transferor is not a person required
to file a U.S. return, a CFC, or a CFP, but
Acquiring is required to file U.S. return. If
paragraphs (d)(3)(ii)(A) and (B) of this
section do not apply and Acquiring is a
person required to file a U.S. return for
the year of the transfer, Acquiring
must include the Section 362(e)(2)(C)
Statement on or with its timely filed
(including extensions) original U.S. re-
turn for the taxable year in which the
transfer occurred.

(D) Transferor is not a person required
to file a U.S. return, a CFC, or a CFP, Ac-
quiring is not required to file a U.S. re-
turn, but Acquiring is a CFC. If para-
graphs (d)(3)(ii)(A) through (C) of this
section do not apply and Acquiring is a
CFC on the date of the transfer, all of
Acquiring’s controlling TU.S. share-
holders must include the Section
362(e)(2)(C) Statement on or with their
timely filed (including extensions)
original U.S. returns for their taxable
years in which the transfer occurred.

(E) Neither Transferor nor Acquiring is
a person required to file a U.S. return, a
CFC, or a CFP, but Transferor later be-
comes a person required to file a U.S. re-
turn, a CFC, or a CFP. If paragraphs
(d)(B)(Ai)(A) through (D) of this section
do not apply and Transferor becomes a
person required to file a U.S. return, a
CFC, or a CFP, Transferor (if required
to file a U.S. return), all of Trans-
feror’s controlling U.S. shareholders (if
Transferor becomes a CFC not other-
wise required to file a U.S. return), or
all of Transferor’s reporting U.S. part-
ners (if Transferor becomes a CFP not
otherwise required to file a U.S. re-

turn) must include the Section
362(e)(2)(C) Statement on or with their
timely filed (including extensions)

original U.S. returns for their taxable
years in which an event described in
this paragraph (d)(3)(ii)(E) first occurs.
For purposes of this paragraph
(A)(B)({i)(E), the term Transferor in-
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cludes any person holding property
with a basis determined directly or in-
directly by reference to Transferor’s
basis in the Acquiring stock received in
the transaction.

(F) Transferor is not and does not be-
come a person required to file a U.S. re-
turn, a CFC, or a CFP, Acquiring is not,
but later becomes either a person required
to file a U.S. return, a CFC, or a CFP. If
paragraphs (d)(3)(ii)(A) through (E) of
this section do not apply and Acquiring
becomes a person required to file a U.S.
return, a CFC, or a CFP, Acquiring (if
required to file a U.S. return), all of
Acquiring’s controlling U.S. share-
holders (if Acquiring becomes a CFC
not otherwise required to file a U.S. re-
turn), or all of Acquiring’s reporting
U.S. partners (if Acquiring becomes a
CFP not otherwise required to file a
U.S. return) must include the Section
362(e)(2)(C) Statement on or with their
timely filed (including extensions)
original U.S. returns for their taxable
years in which an event described in
this paragraph (d)(3)(ii)(F") first occurs.
For purposes of this paragraph
()(@B)({i)(F), the term Acquiring in-
cludes any person holding property
with a basis determined directly or in-
directly by reference to Acquiring’s
basis in loss duplication property re-
ceived in the transaction.

(G) Transferor and Acquiring are not
and do mot become a person required to
file a U.S. return, a CFC, or a CFP, but
the basis of the loss duplication property
or Acquiring stock later becomes relevant
for Federal taxr purposes. If paragraphs
(d)(B)(Ai)(A) through (F) of this section
do not apply and, in a transferred basis
transaction, a person required to file a
U.S. return, a CFC, or a CFP acquires
either loss duplication property or Ac-
quiring stock that was received in the
loss duplication transaction, or any
property the basis of which is deter-
mined in whole or in part by reference
to any such property or stock, all such
persons (or, in the case of a CFC or
CFP not required to file a U.S. return,
all the controlling U.S. shareholders or
all the reporting U.S. partners, as ap-
plicable) must include the Section
362(e)(2)(C) Statement on or with their
timely filed (including extensions)
original U.S. returns for their first tax-
able year(s) in which there occurs an
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event or events described in this para-
graph (d)(3)(1i)(G).

(e) Transfers by partnerships and S cor-
porations—(1) Transfers by partnerships.
If a partnership transfers property in a
loss duplication transaction with re-
spect to which a section 362(e)(2)(C)
election is made, the resulting reduc-
tion to the partnership’s basis in the
Acquiring stock received in exchange
for the loss duplication property is
treated as an expenditure of the part-
nership described in section
705(a)(2)(B).

(2) Transfers by S corporations. If an S
corporation transfers property in a loss
duplication transaction with respect to
which a section 362(e)(2)(C) election is
made, the resulting reduction to the S
corporation’s basis in the Acquiring
stock received in exchange for the loss
duplication property is treated as an
expense of the S corporation described
in section 1367(a)(2)(D).

(f) Transfers to S corporations. If a per-
son transfers property to an S corpora-
tion in a loss duplication transaction,
any resulting reduction under section
362(e)(2) and this section to the S cor-
poration’s basis in the property re-
ceived is not treated as an expense of
the S corporation described in section
1367(a)(2)(D).

(g) Definitions. For purposes of sec-
tion 362(e)(2) and this section—

(1) Loss duplication property is any
property—

(i) That is transferred by Transferor
to Acquiring in a loss duplication
transaction (as defined in paragraph
(2)(2) of this section); and

(ii) That Acquiring would take with a
basis in excess of value immediately
after the transaction; for this purpose,
the basis Acquiring would take in the
property is determined immediately
after the transaction and without re-
gard to section 362(e)(2) and this sec-
tion, but otherwise taking into account
all applicable provisions of law, includ-
ing, without limitation, section
362(e)(1).

(2) A loss duplication transaction is a
section 362(a) transaction in which
Acquiring’s aggregate basis in the
property received from Transferor
would, but for section 362(e)(2) and this
section, exceed the aggregate value of
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such property immediately after the
transaction. For this purpose—

(i) A transaction is a section 362(a)
transaction if it is described in section
362(a) without regard to whether it is
also described in any other provision of
the Internal Revenue Code (Code), in-
cluding, without Ilimitation, section
362(b); and

(ii) Acquiring’s aggregate basis in the
property received from Transferor is
determined immediately after the
transaction and without regard to sec-
tion 362(e)(2) and this section, but oth-
erwise taking into account all applica-
ble provisions of law, including, with-
out limitation, section 362(e)(1).

(3) Transferor’s net built-in loss is the
excess of—

(i) Acquiring’s aggregate basis (deter-
mined under paragraph (g)(2)(ii) of this
section) in all property received from
Transferor in a loss duplication trans-
action, over

(ii) The aggregate value of such prop-
erty immediately after the trans-
action.

(4) A property’s built-in loss is the ex-
cess of Acquiring’s basis in the prop-
erty (determined as described in para-
graph (g)(1)(ii) of this section) over the
property’s value (determined imme-
diately after the transaction).

(6) A property’s allocable portion of
Transferor’s net built-in loss is the por-
tion of Transferor’s net built-in loss
that bears the same ratio to Trans-
feror’s net built-in loss that the prop-
erty’s built-in loss bears to the aggre-
gate built-in losses reflected in the
bases of loss duplication property
transferred by Transferor in the trans-
action.

(6) A U.S. return is a return of income
under section 6012 or an information
return under Subtitle F, Chapter 61,
Subchapter A, Part III of the Code (sec-
tions 6031 and following) or the regula-
tions thereunder, that the taxpayer is
unconditionally required to file. Thus,
the term does not include elective
forms or statements that are required
to be filed only to obtain a particular
tax treatment, including forms filed to
make an election or to reduce or avoid
withholding by a person not otherwise
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required to file a U.S. return (as de-
scribed in this paragraph (g)(6)) (for ex-
ample, a notice of nonrecognition
under §1.1445-2(d)).

(T) A controlled foreign corporation
(CFC) is any corporation described in
section 957 or section 953(c).

(8) A controlling U.S. shareholder is
any person that is treated as a control-
ling U.S. shareholder under §1.964-
1(c)(b) because such person either owns
a direct interest in the CFC or is treat-
ed as owning an interest in the CFC by
reason of section 318(a)(2) (attribution
from partnerships, estates, trusts, and
corporations).

(9) A controlled foreign partnership
(CFP) is any partnership treated as a
controlled foreign partnership for pur-
poses of section 6038.

(10) A reporting U.S. partner is any
partner of a CFP that is required to file
an information return with respect to
the CFP pursuant to section 6038 or the
regulations thereunder, without regard
to §1.6038-3(c) or (j). In addition, in ap-
plying the constructive ownership
rules of §1.6038-3(b)(4), the term ‘‘non-
resident alien’ is replaced by the term
“individual.”

(11) The term stock means both Ac-
quiring stock and Acquiring securities
received by Transferor in the trans-
action if gain or loss on the receipt of
the stock or securities is not recog-
nized in whole or in part.

(12) Value—(i) General rule. The term
value means fair market value.

(ii) Special rule for transfers of partner-
ship interests. Notwithstanding the gen-
eral rule in paragraph (g)(12)(i) of this
section, when referring to a partner-
ship interest, for purposes of section
362(e)(2) and this section, the term
value means the sum of the cash that
Acquiring would receive for the inter-
est, assuming an exchange between a
willing buyer and a willing seller (nei-
ther being under any compulsion to
buy or sell and both having reasonable
knowledge of relevant facts), increased
by any §1.752-1 liabilities (as defined in
§1.752-1(a)(4)) of the partnership allo-
cated to Acquiring with regard to such
transferred interest under section 752
immediately after the transfer to Ac-
quiring. See §1.743-1 regarding the ap-
plication of section 743(b) following a
section 362(e) basis reduction.
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(h) Examples. The examples in this
paragraph (h) illustrate the application
of section 362(e)(2) and the provisions of
this section. Unless the facts otherwise
indicate, the examples use the fol-
lowing nomenclature and assumptions:
X, Y, P, S, S1, and S2 are domestic cor-
porations; A and B are U.S. individuals;
FC1 and FC2 are foreign corporations
and are not engaged in a U.S. trade or
business, have no U.S. real property in-
terests, and have no other relation-
ships, activities, or interests that
would cause them, their shareholders,
or their property to be subject to tax
imposed under any provision of subtitle
A of the Internal Revenue Code (federal
income tax); there is no applicable in-
come tax treaty; PRS is a domestic
partnership; no election is made under
section 362(e)(2)(C); and the transferred
property is not importation property
(as defined in §1.362-3(c)(2)) and the
transfers are not loss importation
transactions (as defined in §1.362—
3(c)(3)), so that the basis of no property
is determined under section 362(e)(1).
All persons and transactions are unre-
lated unless the facts indicate other-
wise, all taxpayers are on a calendar
tax year, and all other relevant facts
are set forth in the examples. See
§1.362-3(f) for additional examples il-
lustrating the application of section
362(e)(2) and this section, including to
transactions that are subject to section
362(e)(2), and section 362(e)(1).

Example 1. Transfer described in section 351.
(i) Basic application of section. (A) Facts. A
owns Asset 1 (basis $90, value $60) and Asset
2 (basis $110, value $120). In a transaction to
which section 351 applies, A transfers Asset 1
and Asset 2 to X in exchange for a single out-
standing share of X stock representing all
the outstanding X stock immediately after
the transaction.

(B) Analysis—(1) Loss duplication trans-
action. A’s transfer of Asset 1 and Asset 2 is
a section 362(a) transaction. But for section
362(e)(2) and this section, X’s aggregate basis
in those assets would be $200 ($90 + $110),
which would exceed the aggregate value of
the assets $180 ($60 + $120) immediately after
the transaction. Accordingly, the transfer is
a loss duplication transaction and A has a
net built-in loss of $20 ($200—$180).

(2) Identifying loss duplication property. But
for section 362(e)(2) and this section, X’s
basis in Asset 1 would be $90, which would ex-
ceed Asset 1's $60 value immediately after
the transaction. Accordingly, Asset 1 is loss
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duplication property. But for section 362(e)(2)
and this section, X’s basis in Asset 2 would
be $110, which would not exceed Asset 2’s $120
value immediately after the transaction. Ac-
cordingly, Asset 2 is not loss duplication
property.

(C) Basis in loss duplication property. X’s
basis in Asset 1 is $70, computed as its $90
basis under section 362(a) reduced by A’s $20
net built-in loss.

(D) Basis in other property. Under section
362(a), X has a transferred basis of $110 in
Asset 2. Under section 358(a), A has an ex-
changed basis of $200 in the X stock it re-
ceives in the transaction.

(ii) Section 362(e)(2)(C) election. The facts
are the same as in paragraph (i)(A) of this
Example 1, except that A and X make an elec-
tion under section 362(e)(2)(C). Under para-
graph (d)(2)(i) of this section, A reduces its
basis in the X stock, as determined without
regard to section 362(e)(2) and this section,
by the amount of A’s net built-in loss that
would have been applied to reduce X’s basis
in Asset 1 had the section 362(e)(2)(C) elec-
tion not been made. In addition, no reduc-
tion is made to X’s basis in Asset 1, as deter-
mined without regard to section 362(e)(2) and
this section. As a result, A’s basis in the X
stock is $180 ($200—3$20), X’s basis in Asset 1
is $90, and X’s basis in Asset 2 is $110.

Example 2. Transfer described in both section
351 and section 368(a)(1)(B). (i) Basic applica-
tion of section—(A) Facts. P owns the sole out-
standing share of S1 stock and the ten out-
standing shares of S2 stock. In a transaction
to which section 351 applies and that is de-
scribed in section 368(a)(1)(B), P transfers its
ten S2 shares to S1 in exchange for an addi-
tional ten shares of S1 voting stock. At the
time of the transfer, P has a basis of $10 each
in five of its S2 shares (Shares 1-5) and a
basis of $5 each in its other five S2 shares
(Shares 6-10), and the value of each share is
$7.

(B) Analysis—(1) Loss duplication trans-
action. P’s transfer of the S2 shares is a sec-
tion 362(a) transaction notwithstanding that
it is also a transaction described in section
368(a)(1)(B) and therefore section 362(b). But
for section 362(e)(2) and this section, S1’s ag-
gregate basis in the S2 shares would be $75
($10 x b, or $50, for Shares 1-5 + $5 x 5, or $25,
for Shares 6-10). Thus, S1’s $75 aggregate
basis in the shares would exceed the aggre-
gate value of the shares, $70 ($7 x 10 shares),
immediately after the transaction. Accord-
ingly, the transfer is a loss duplication
transaction and P has a net built-in loss of $56
($75—$70).

(2) Identifying loss duplication property. But
for section 362(e)(2) and this section, Sl’s
basis in each of Shares 1-5 would be $10,
which would exceed each share’s $7 value im-
mediately after the transaction. Accord-
ingly, Shares 1-5 are each loss duplication
property. But for section 362(e)(2) and this
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section, S1’s basis in each of Shares 6-10
would be $5, which would not exceed each
share’s $7 value immediately after the trans-
action. Accordingly, Shares 6-10 are not loss
duplication property.

(C) Basis in loss duplication property. S1’s
basis in each of Shares 1-5 is $9, computed as
its $10 basis (determined without regard to
section 362(e)(2) and this section) reduced by
$1, the share’s allocable portion (1/5) of P’s
net built-in loss ($5).

(D) Basis in other property. Under section
362(a), S1 has a transferred basis of $5 in each
of Shares 6-10. Under section 358(a), P has an
exchanged basis in the ten S1 shares it re-
ceives in the exchange ($10 in each of the five
S1 shares received in exchange for Shares 1-
5 and $5 in each of the five S1 shares received
in exchange for Shares 5-10).

(ii) Section 362(e)(2)(C) election. The facts
are the same as in paragraph (i)(A) of this
Example 2, except that an election under sec-
tion 362(e)(2)(C) is made to reduce P’s basis
in the shares of S1 stock received in the ex-
change. Under paragraph (d)(2)(i) of this sec-
tion, P reduces its basis in the S1 stock by
$5, the amount of P’s net built-in loss that
S1’s basis in the S2 shares would have been
reduced under section 362(e)(2) and this sec-
tion had the section 362(e)(2)(C) election not
been made, and no reduction is made to S1’s
basis in the S2 stock (as determined without
regard to section 362(e)(2) and this section).
Because an election is being made under sec-
tion 362(e)(2)(C), P’s basis in the new S1
shares is not determined under the general
rule of §1.358-2(a)(2)(i) (under which P’s basis
in each new S1 share would be equal to the
basis of the S2 share transferred in exchange
for the S1 share). Section 1.358-
2(a)(2)(viii)(B). Accordingly, P’s basis in each
new S1 share will be $7, the share’s allocable
portion of P’s $75 aggregate basis in the S2
shares transferred in the transaction (or,
$7.50 per share), reduced under paragraph
(d)(2)(1) of this section by the $5 that would
have been applied to reduce S1’s basis in the
S2 shares had the section 362(e)(2)(C) election
not been made (or $.50 per share). Under
paragraph (d)(2)(ii) of this section and sec-
tion 362(a), S1 receives five shares of the S2
stock with a basis of $10 each and five shares
of the S2 stock with a basis of $5 each.

Example 3. Transfer described in both section
351 and section 368(a)(1)(A), multiple trans-
ferors, elimination of duplicated loss. (i) Facts.
A owns Asset 1 (basis $120, value $130) and all
the outstanding shares of X stock. B owns all
the outstanding shares of Y stock (basis
$150). Y owns Asset 2 (basis $250, value $210).
Pursuant to a single plan, A transfers Asset
1 to X in exchange for additional X shares
and, in a transaction qualifying as a reorga-
nization described in section 368(a)(1)(A), Y
merges with and into X. In the merger, B re-
ceives X stock with a basis equal to B’s basis
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in its Y stock immediately before the merg-
er. A’s transfer of Asset 1 to X in exchange
for X stock and Y’s transfer of Asset 2 to X
in the merger are both transactions to which
section 351 applies. Notwithstanding that the
transfers by A and Y are pursuant to a single
plan forming one transaction, section
362(e)(2) and this section apply to each trans-
feror separately.

(ii) Application of section to A’s transfer of
Asset 1. A’s transfer of Asset 1 is a section
362(a) transaction. But for section 362(e)(2)
and this section, X’s basis in Asset 1 would
be $120, which would not exceed Asset 1’s $130
value immediately after the transaction. Ac-
cordingly, A’s transfer of Asset 1 is not a loss
duplication transaction notwithstanding
that, taking both A’s transfer and Y’s trans-
fer into account, X has an aggregate net loss
in Asset 1 and Asset 2. Because Asset 1 is not
received in a loss duplication transaction, it
is not loss duplication property and section
362(e)(2) and this section do not apply to A’s
transfer of Asset 1.

(iii) Application of section to Y’s transfer of
Asset 2—(A) Analysis—(1) Loss duplication
transaction. Y’s transfer of Asset 2 to X is a
section 362(a) transaction, notwithstanding
that it is also a transaction described in sec-
tion 368(a)(1)(A) and therefore section 362(b).
But for section 362(e)(2) and this section, X’s
basis in Asset 2 would be $250, which would
exceed Asset 2’s $210 value immediately after
the transaction. Accordingly, Y’s transfer is
a loss duplication transaction and Y has a
net built-in loss of $40.

(2) Identifying loss duplication property. But
for section 362(e)(2) and this section, X’s
basis in Asset 2 would be $250, which would
exceed Asset 2’s $210 value immediately after
the transaction. Accordingly, Asset 2 is loss
duplication property.

(B) Basis in loss duplication property. Al-
though Asset 2 is loss duplication property,
section 362(e)(2) does not apply to Y’s trans-
fer of Asset 2 to X because Y distributes all
of the X stock received in the exchange with-
out recognizing gain or loss, and, upon com-
pletion of the transaction, no person will
hold the X stock or any other asset with a
basis determined in whole or in part by ref-
erence to Y’s basis in such stock. Accord-
ingly, under paragraph (c)(1) of this section,
X’s basis in Asset 2 is not determined under
section 362(e)(2) and this section. Thus, under
section 362(a), X’s basis in Asset 2 is $250.

(iv) Basis in other property. Under section
3568, A’s basis in the X stock received in ex-
change for Asset 1 is $120 and B’s basis in the
X stock received in the merger is $150. Under
section 362(a), X’s basis in Asset 1 is $120.

Example 4. Transfer described in both section
351 and section 368(a)(1)(D), followed by a dis-
tribution qualifying under section 355. (i) Basic
transaction—(A) Facts. A and B each own one
of the two outstanding shares of X common
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stock. X’s assets include Asset 1 (basis $120,
value $70), Asset 2 (basis $160, value $110), and
Asset 3 (basis $220, value $240). In a trans-
action to which section 351 applies and that
is described in section 368(a)(1)(D), X trans-
fers Asset 1, Asset 2, and Asset 3 to Y in ex-
change for all the Y stock; then, in a dis-
tribution that qualifies under section 355, X
distributes all the Y stock received in the ex-
change to A in exchange for all of A’s X
stock. Under section 361(c)(1), X does not rec-
ognize gain or loss as a result of the distribu-
tion of all the Y stock.

(B) Analysis—(1) Loss duplication trans-
action. X’s transfer of Asset 1, Asset 2, and
Asset 3 is a section 362(a) transaction. But
for section 362(e)(2) and this section, Y’s ag-
gregate basis in those assets would be $500
($120 + $160 + $220). The aggregate value of
the assets immediately after the transaction
is $420 ($70 + $110 + $240). Thus, Y’s aggregate
basis in the assets would exceed the aggre-
gate value of the assets immediately after
the transaction. Accordingly, the transfer is
a loss duplication transaction and X has a
net built-in loss of $80 ($500 — $420).

(2) Identifying loss duplication property. But
for section 362(e)(2) and this section, Y’s
basis in Asset 1 would be $120, which would
exceed Asset 1's $70 value immediately after
the transaction. Accordingly, Asset 1 is loss
duplication property. But for section 362(e)(2)
and this section, Y’s basis in Asset 2 would
be $160, which would exceed Asset 2’s $110
value immediately after the transaction. Ac-
cordingly, Asset 2 is also loss duplication
property. But for section 362(e)(2) and this
section, Y’s basis in Asset 3 would be $220
and would therefore not exceed Asset 3’s $240
value immediately after the transaction. Ac-
cordingly, Asset 3 is not loss duplication
property.

(C) Basis in loss duplication property. Al-
though Asset 1 and Asset 2 are each loss du-
plication property, X will distribute the Y
stock received in exchange for Asset 1 and
Asset 2 without recognition of gain or loss,
and, upon completion of the transaction, no
person will hold the Y stock received by X or
any other asset with a basis determined in
whole or in part by reference to X’s basis in
the Y stock received in the exchange. (A’s
basis in the Y stock will be determined by
reference to his basis in his X stock.) Accord-
ingly, under paragraph (c)(1) of this section,
Y’s bases in Asset 1 and Asset 2 are deter-
mined under section 362(a) and not under sec-
tion 362(e)(2) and this section. Thus, Y’s basis
in Asset 1 is $120 and Y’s basis in Asset 2 is
$160.

(D) Basis in other property. Under section
3568, A’s basis in the Y stock received in ex-
change for his X stock is determined by ref-
erence to his basis in his X stock surren-
dered. Under section 362(a), Y’s basis in Asset
3 is $220.
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(ii) Section 355(e)—(A) Facts. The facts are
the same as in paragraph (i)(A) of this Exam-
ple 4, except that, after the section 355 dis-
tribution, Y is acquired pursuant to a plan
(within the meaning of §1.355-7), resulting in
the application of section 355(e) to the trans-
actions.

(B) Analysis. Because section 361(c)(2), and
not section 361(c)(1), will apply to X’s dis-
tribution of Y stock, X will not qualify for
nonrecognition treatment on the distribu-
tion of the Y stock. As a result, paragraph
(c)(1) of this section does not apply to the
transaction, and Y’s bases in Asset 1 and
Asset 2, the loss duplication property, are de-
termined under section 362(e)(2) and this sec-
tion. Asset 1 has a built-in loss of $50 ($120 —
$70), and Asset 2 has a built-in loss of $50
(3160 — $110). Thus, Asset 1’s allocable por-
tion of X’s net built-in loss is $40 ($50/$100 x
$80), and Asset 2’s allocable portion of X’s
net built-in loss is $40 ($50/$100 x $80). Accord-
ingly, Y receives Asset 1 with a basis of $80
(8120 — $40) and Asset 2 with a basis of $120
(8160 — $40).

(iii) Retained stock and securities—(A) Facts.
The facts are the same as in paragraph (i)(A)
of this Erxample 4, except that X transfers
Asset 1, Asset 2, and Asset 3 to Y in exchange
for Y stock and Y securities, each consti-
tuting half of the consideration. In addition,
for a valid business purpose, X retains Y
stock and Y securities each worth 1 percent
of the total consideration.

(B) Analysis. Paragraph (c)(1) of this sec-
tion applies only to the extent that stock re-
ceived in a transaction is distributed with-
out recognition of gain or loss. Thus, section
362(e)(2) and this section apply to the extent
that property was exchanged for the retained
Y stock and Y securities (2 percent of the
total). Accordingly, Y reduces its basis in
Asset 1 and in Asset 2, the loss duplication
property, by $1.60 (two percent of X’s $80 net
built-in loss). Asset 1 has a built-in loss of
$50 (3120 — $70), and Asset 2 has a built-in
loss of $50 ($160 — $110). Thus, Asset 1’s allo-
cable portion of X’s net built-in loss is $.80
($50/$100 x $1.60), and Asset 2’s allocable por-
tion of X’s net built-in loss is $.80 ($50/$100 x
$1.60). As a result, Y receives Asset 1 with a
basis of $119.20 ($120 — $.80) and Asset 2 with
a basis of $159.20 ($160 — $.80).

(iv) Retained stock and securities with a sec-
tion 362(e)(2)(C) election—(A) Facts. The facts
are the same as in paragraph (iii)(A) of this
Example 4, except that an election under sec-
tion 362(e)(2)(C) is made to reduce X’s bases
in its retained Y stock and retained Y securi-
ties.

(B) Analysis. Under paragraph (d)(2)(i) of
this section, X reduces its basis in the re-
tained Y stock and the retained Y securities
(determined without regard to section
362(e)(2) and this section) by $1.60, the por-
tion of X’s $80 net built-in loss that would
have been applied to reduce Y’s basis in the
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transferred assets had the election to apply
section 362(e)(2)(C) not been made. (Because
the value of the Y stock and the value of the
Y securities are equal, X’s $5600 basis in the
transferred property would be allocated
equally between the Y stock and the Y secu-
rities, $250 to each, under §1.358-2(b)(2), and
the retained Y stock and Y securities have a
basis of $2.50 each (one percent of $250).) For
the reasons set forth in paragraph (iii)(B) of
this Example 4, Y would have been required
to reduce its basis in the transferred assets
by $1.60. Accordingly, X must reduce its ag-
gregate basis in the retained Y stock and Y
securities by $1.60. Under paragraph (d)(2)(i)
of this section, the $1.60 basis reduction is al-
located and applied to reduce X’s bases in
the retained Y stock and Y securities in pro-
portion to the value of each. Because X re-
tained Y stock and Y securities with equal
values, X holds each of the retained Y stock
and securities with an adjusted basis of $1.70
($2.50 — $.80). Under paragraph (d)(2)(ii) of
this section, Y receives Asset 1 with a basis
of $120, Asset 2 with a basis of $160, and Asset
3 with a basis of $220.

Example 5. Transfer of liabilities. (i) Liabil-
ities described in section 358(d)(1)—(A) Basic
application of section, mo section 362(e)(2)(C)
election—(1) Facts. A owns Asset 1 (basis $800,
value $700). A also has a $200 liability that
has been taken into account for tax purposes
and is thus described in section 358(d)(1), and
not in sections 357(c)(3), 3568(d)(2), and
358(h)(1). A transfers Asset 1 to X in ex-
change for a single outstanding share of X
stock representing all the outstanding X
stock immediately after the transaction and
X’s assumption of the liability. The transfer
is a transaction to which section 351 applies.

(2) Analysis—(i) Loss duplication transaction.
A’s transfer of Asset 1 is a section 362(a)
transaction. But for section 362(e)(2) and this
section, X’s basis in Asset 1 would be $800,
which would exceed Asset 1’s $700 value im-
mediately after the transaction. Accord-
ingly, the transfer is a loss duplication
transaction and A has a net built-in loss of
$100 ($800 — $700).

(ii) Identifying loss duplication property. But
for section 362(e)(2) and this section, X’s
basis in Asset 1 would be $800, which would
exceed the $700 value of Asset 1 immediately
after the transaction. Accordingly, Asset 1 is
loss duplication property.

(3) Basis in loss duplication property. X’s
basis in Asset 1 is $700, computed as its $800
basis determined under section 362(a) re-
duced by A’s $100 net built-in loss.

(4) Basis in other property. Under sections
368(a) and (d)(1), A’s basis in the X stock is
$600 ($800 basis in property transferred—$200
liability assumed).

(B) Section 362(e)(2)(C) election. The facts
are the same as in paragraph (i)(A)(I1) of this
Example 5, except that A and X make an elec-
tion under section 362(e)(2)(C). In this case,

327



§1.362-4

A’s $100 net built-in loss that would have
been applied to reduce X’s basis in Asset 1 is
applied to reduce A’s basis in the X stock re-
ceived. As a result, A’s basis in the X stock
is $500 (8600, as determined in paragraph
(i)(A)(4) of this Example 5, reduced by $100)
and X’s basis in Asset 1 is $800.

(ii) Contingent liabilities described in section
358(h)(1), section 358(h)(2)(A) exception ap-
plies—(A) Facts. The facts are the same as in
paragraph (i)(A)(1) of this Example 5, except
that A’s liability (valued at $200) has not
been taken into account for tax purposes and
is described in sections 358(d)(2) and 358(h)(1).
However, Asset 1 is a trade or business and
the liability is associated with the trade or
business; as a result, the liability is de-
scribed in section 358(h)(2)(A) and is excepted
from the general rule of section 358(h)(1).

(B) Analysis. For the reasons set forth in
paragraph (i)(A)(2) of this Example 5, A’s
transfer of Asset 1 is a loss duplication
transaction, A has a net built-in loss of $100,
and Asset 1 is loss duplication property.

(C) Basis in loss duplication property. For
the reasons set forth in paragraph (i)(A)(3) of
this Example 5, X’s basis in Asset 1 is $700.

(D) Basis in other property. A’s basis in the
X stock is $800 under sections 358(a),
358(d)(2), and 358(h)(2)(A).

(E) Section 362(e)(2)(C) election. The facts
are the same as in paragraph (ii)(A) of this
Example 5, except that A and X make an elec-
tion under section 362(e)(2)(C). In this case,
A’s $100 net built-in loss that would have ap-
plied to reduce X’s basis in Asset 1 is applied
to reduce A’s basis in the X stock received.
As a result, A’s basis in the X stock is $700
(8800, as determined in paragraph (ii)(D) of
this Example 5, reduced by $100). X’s basis in
Asset 1 is $800.

Example 6. Section 351 transfer with boot. (i)
Basic transaction-(A) Facts. A owns Asset 1
(basis $80, value $100) and Asset 2 (basis $30,
value $25). In a transaction to which section
3561 applies, A transfers Asset 1 and Asset 2 to
X in exchange for 10 shares of X stock and
$25.

(B) Analysis—(1) Loss duplication trans-
action. A’s transfer of Asset 1 and Asset 2 is
a section 362(a) transaction. But for section
362(e)(2) and this section, X’s aggregate basis
in those assets would be $130, computed as
follows. Under section 362(a), a corporation’s
basis in property acquired in a transaction
to which section 351 applies is the same as
the property’s basis in the hands of the
transferor, increased by any gain recognized
to the transferor on such transfer. Under sec-
tion 351(b), gain (but not loss) is recognized
to the extent a transferor in a section 351 ex-
change receives other property or money in
addition to the stock permitted to be re-
ceived without the recognition of gain. To
determine the amount of gain recognized
under section 351(b), the consideration is al-
located proportionately (by value) among
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the transferred properties. A’s gain on the
transfer is therefore computed as follows:
Asset 1 reflects 80 percent of the value trans-
ferred ($100/$125) and Asset 2 reflects 20 per-
cent of the value transferred ($25/$125). Thus,
80 percent of the stock (eight shares) and the
cash ($20) are treated as being received in ex-
change for Asset 1 and 20 percent of the
stock (two shares) and the cash ($5) are
treated as being received in exchange for
Asset 2. Thus, under section 351(b), A recog-
nizes $20 of gain for the cash received in ex-
change for Asset 1, but A recognizes no loss
for the amount received for Asset 2. As a re-
sult, under section 362(a), X would have a
basis of $100 in Asset 1 and $30 in Asset 2.
Thus, X’s aggregate basis in the assets would
be $130, which exceeds the $125 aggregate
value of the assets ($100 + $25)). The transfer
is a loss duplication transaction and A has a
net built-in loss of $5 ($130 —$125).

(2) Identifying loss duplication property. But
for section 362(e)(2) and this section, X’s
basis in Asset 1 would be $100 (A’s $80 basis
increased by A’s $20 gain recognized), which
would not exceed Asset 1's $100 value imme-
diately after the transaction. Accordingly,
Asset 1 is not loss duplication property. But
for section 362(e)(2) and this section, X’s
basis in Asset 2 would be $30, which would ex-
ceed Asset 2’s $25 value immediately after
the transaction. Accordingly, Asset 2 is loss
duplication property.

(C) Basis in loss duplication property. X’s
basis in Asset 2 is $25, computed as its $30
basis under section 362(a) reduced by A’s $5
net built-in loss.

(D) Basis in other property. Under section
362(a), X’s basis in Asset 1 is $100 (A’s $80
basis increased by the $20 gain recognized).
Under section 358, A’s basis in the X stock is
$105 (the sum of its $80 basis in Asset 1, its
$30 basis in Asset 2, and its $20 gain recog-
nized, reduced by the $25 cash received in the
exchange).

(ii) Section 362(e)(2)(C) election. The facts
are the same as in paragraph (i)(A) of this
Example 6, except that A and X elect to re-
duce A’s stock Dbasis under section
362(e)(2)(C). Under paragraph (d)(2)(i) of this
section, A reduces its $105 basis in the X
stock by $5, the amount of A’s net built-in
loss of that would have been applied to re-
duce X’s basis in Asset 2 had the section
362(e)(2)(C) election not been made. As a re-
sult, A’s basis in the X stock is $100, and X’s
basis in Asset 2 is $30.

Example 7. Section 304 sale of built-in loss
stock. (i) Basic transaction—(A) Facts. A owns
all the stock of X (basis $90, value $60) and
all the stock of Y. A sells all his X stock to
Y for $60. Under section 304, A is treated as
though he transferred the X stock to Y in ex-
change for Y stock in a transaction to which
section 351 applies. Then, Y is treated as re-
deeming the Y stock it was treated as having
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issued to A in the deemed section 351 trans-
action.

(B) Analysis—(1) Loss duplication trans-
action. A’s deemed transfer of X stock to Y is
a section 362(a) transaction. But for section
362(e)(2) and this section, Y’s aggregate basis
in the X stock would be $90, which would ex-
ceed the X stock’s value of $60 immediately
after the transaction. Accordingly, the
transfer is a loss duplication transaction and
A has a net built-in loss of $30.

(2) Identifying loss duplication property. But
for section 362(e)(2) and this section, Y’s
basis in the X stock would be $90, which
would exceed the X stock’s $60 value imme-
diately after the transaction. Accordingly,
the X stock is loss duplication property.

(C) Basis in loss duplication property. Y’s
basis in the X stock is $60, its $90 basis deter-
mined without regard to section 362(e)(2) and
this section, reduced by A’s $30 net built-in
loss.

(D) Basis in other property. Under section
358(a), A has an exchanged basis of $90 in the
Y stock he is deemed to receive in the ex-
change; the effect of the deemed redemption
of that stock is then determined under sec-
tion 302.

(ii) Section 362(e)(2)(C) election. The facts
are the same as in paragraph (i)(A) of this
Example 7, except that the parties elect to re-
duce A’s stock Dbasis under section
362(e)(2)(C). For the reasons set forth in para-
graphs (i)(B) and (C) of this Example 7, Y’s
basis in the X stock would be reduced by $30.
Accordingly, A’s basis in the deemed-issued
Y stock is $60, his $90 basis otherwise deter-
mined under section 358(a) reduced by the $30
that would have been applied to reduce Y’s
basis in the X stock under section 362(e)(2)
and this section; the effect of the deemed re-
demption of that stock is then determined
under section 302. Y’s basis in the X stock is
$90.

Example 8. Transactions involving partner-
ships. (1) Transfer by a partnership—(A) Basic
application of section—(1) Facts. PRS owns
Asset 1 (basis $100, value $70). PRS contrib-
utes Asset 1 to X in a transaction to which
section 351 applies.

(2) Analysis—(i) Loss duplication transaction.
PRS’s transfer of Asset 1 is a section 362(a)
transaction. But for section 362(e)(2) and this
section, X’s basis in Asset 1 would be $100,
which would exceed Asset 1’s $70 value imme-
diately after the transaction. Accordingly,
the transfer is a loss duplication transaction
and PRS has a net built-in loss of $30
($100— $70).

(ii) Identifying loss duplication property. But
for section 362(e)(2) and this section, X’s
basis in Asset 1 would be $100, which would
exceed Asset 1’s $70 value immediately after
the transaction. Accordingly, Asset 1 is loss
duplication property.

(3) Basis in loss duplication property. X’s
basis in Asset 1 is $70, computed as its $100
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basis under section 362(a) reduced by PRS’s
$30 net built-in loss.

(4) Basis in other property. Under section
358(a), PRS has an exchanged basis of $100 in
the X stock it receives in the exchange.

(B) Section 362(e)(2)(C) election. The facts
are the same as in paragraph (i)(A)(I) of this
Example 8, except that PRS and X elect to re-
duce PRS’s stock Dbasis under section
362(e)(2)(C). In this case, PRS’s $30 net built-
in loss (as determined in paragraph
(1)(A)(2)(1) of this Example 8) that would have
been applied to reduce X’s basis in Asset 1 is
applied to reduce PRS’s basis in the X stock
received. As a result, PRS’s basis in the X
stock is $70 ($100—3$30) and X’s basis in Asset
1 is $100. The $30 reduction to PRS’s basis in
the X stock is treated as an expenditure of
PRS under section 705(a)(2)(B) and paragraph
(e)(1) of this section. As a result, the part-
ners of PRS must reduce their bases in their
PRS interests.

(ii) Transfer of interest in partnership with li-
ability—(A) Basic application of section—(1)
Facts. A and two other individuals are equal
partners in PRS. A’s basis in its partnership
interest is $247. A’s share of PRS’s §1.7562-1 1i-
abilities (as defined in §1.7562-1(a)(4)) is $145.
A transfers his partnership interest to X in a
transaction to which section 351 applies.
PRS has no election in effect under section
754. If X were to sell the PRS interest imme-
diately after the transfer, X would receive
$100 in cash or other property. In addition,
assume that, taking into account the rules
under §1.752-4, X’s share of PRS’s §1.752-1 li-
abilities (as defined in §1.752-1(a)(4)) is $150
immediately after the transfer.

(2) Analysis—(i) Loss duplication transaction.
A’s transfer of its PRS interest is a section
362(a) transaction. But for section 362(e)(2)
and this section, X’s basis in the PRS inter-
est, would be $252 (A’s basis of $247, reduced
by A’s $145 share of PRS liabilities, increased
by X’s $150 share of PRS liabilities) and,
under paragraph (g)(12)(ii) of this section,
the value of the PRS interest would be $250
(the sum of $100, the cash X would receive if
X immediately sold the interest, and $150,
X’s share of the §1.752-1 liabilities (as defined
in §1.752-1(a)(4)) under section 752 imme-
diately after the transfer to X). Therefore,
the transfer is a loss duplication transaction
and A has a net built-in loss of $2 ($252— $250).

(ii) Identifying loss duplication property. But
for section 362(e)(2) and this section, X’s
basis in the PRS interest would be $252,
which would exceed the PRS interest’s $250
value immediately after the transaction. Ac-
cordingly, the PRS interest is loss duplica-
tion property.

(3) Basis in loss duplication property. X’s
basis in the PRS interest is $250, computed
as its $252 basis under section 362(a), taking
into account the rules under section 752, re-
duced by A’s $2 net built-in loss.
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(4) Basis in other property. Under section
3568, taking into account the rules under sec-
tion 752, A has a basis of $102 ($247 reduced by
A’s $145 share of PRS liabilities) in the X
stock he receives in the transaction.

(B) Section 362(e)(2)(C) election. The facts
are the same as in paragraph (i)(A) of this
Example 8, except that A and X make an elec-
tion under section 362(e)(2)(C). Under para-
graph (d)(2)(i) of this section, A reduces his
basis in the X stock, as determined without
regard to section 362(e)(2) and this section,
by the amount of A’s net built-in loss that
would have been applied to reduce X’s basis
in the PRS interest had the section
362(e)(2)(C) election not been made. In addi-
tion, no reduction is made to X’s basis in the
PRS interest, as determined without regard
to section 362(e)(2) and this section. As a re-
sult, A’s basis in the X stock is $100 ($102—$2)
and X’s basis in the PRS interest is $252.

(C) Transfer of partnership interest with li-
ability, not loss duplication transaction. The
facts are the same as in paragraph (ii)(A)(1)
of this Example 8, except that A’s share of
PRS’s §1.752-1 liabilities (as defined in
§1.752-1(a)(4)) is $1565. But for section 362(e)(2)
and this section, X’s basis in the PRS inter-
est would be $242 (A’s basis of $247, reduced
by A’s $1565 share of PRS liabilities, increased
by X’s $150 share of PRS liabilities), which
would not exceed the PRS interest’s $250
value immediately after the transaction. Ac-
cordingly, A’s transfer of the PRS interest is
not a loss duplication transaction and sec-
tion 362(e)(2) and this section have no appli-
cation to the transaction. Under section
362(a), X’s basis in the PRS interest is $242
and, under section 358, taking into account
the rules under section 752, A has a basis of
$92 ($247 reduced by A’s $1565 share of PRS li-
abilities) in the X stock he receives in the
transaction.

Example 9. Transactions involving S Corpora-
tions. (i) Transfer by S Corporation—(A) No
section 362(e)(2)(C) election—(1) Facts. S, an S
corporation as defined in section 1361(a)(1),
owns Asset 1 (basis $100, value $70). S trans-
fers Asset 1 to X in exchange for a single out-
standing share of X stock representing all
the outstanding X stock immediately after
the transaction. S does not elect to treat X
as a qualified subchapter S subsidiary. The
transaction is one to which section 351 ap-
plies.

(2) Analysis—(i) Loss duplication transaction.
S’s transfer of Asset 1 is a section 362(a)
transaction. But for section 362(e)(2) and this
section, X’s basis in Asset 1 would be $100,
which would exceed Asset 1’s $70 value imme-
diately after the transaction. Accordingly,
the transfer is a loss duplication transaction
and S has a net built-in loss of $30 ($100—$70).

(i) Identifying loss duplication property. But
for section 362(e)(2) and this section, X’s
basis in Asset 1 would be $100, which would
exceed Asset 1's $70 value immediately after
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the transaction. Accordingly, Asset 1 is loss
duplication property.

(iii) Basis in loss duplication property. X’s
basis in Asset 1 is $70, computed as its $100
basis under section 362(a) reduced by S’s $30
net built-in loss.

(iv) Basis in other property. Under section
358(a), S has an exchanged basis of $100 in the
X stock it receives in the exchange.

(B) Section 362(e)(2)(C) election. The facts
are the same as in paragraph (i)(A)(I) of this
Example 9, except that S and X elect to re-
duce S’s stock basis under section 362(e)(2).
In this case, S’s $30 built-in loss (as deter-
mined in paragraph (i)(A)(2)(i) of this Eram-
ple 9) that would have been applied to reduce
X’s basis in Asset 1 is applied to reduce S’s
basis in the X stock received. As a result, S’s
basis in the X stock is $70 ($100 — $30) and
X’s basis in Asset 1 is $100. The $30 reduction
to S’s basis in the X stock is treated as an
expense of S under section 1367(a)(2)(D) and
paragraph (e)(2) of this section. As a result,
the shareholders of S must reduce their
bases in their S stock.

(ii) Transfer to S Corporation—(A) Basic ap-
plication of section. (1) Facts. A owns Asset 1
(basis $90, value $60) and Asset 2 (basis $110,
value $120). In a transaction to which section
3561 applies, A transfers Asset 1 and Asset 2 to
S, an S corporation as defined in section
1361(a)(1), in exchange for a single share of S
stock representing all the outstanding S
stock immediately after the transaction.

(2) Analysis—(i) Loss duplication transaction.
A’s transfer of Asset 1 and Asset 2 is a sec-
tion 362(a) transaction. But for section
362(e)(2) and this section, S’s aggregate basis
in those assets would be $200 ($90 + $110),
which would exceed the aggregate value of
the assets $180 ($60 + $120) immediately after
the transaction. Accordingly, the transfer is
a loss duplication transaction and A has a
net built-in loss of $20 ($200 — $180).

(ii) Identifying loss duplication property. But
for section 362(e)(2) and this section, S’s
basis in Asset 1 would be $90, which would ex-
ceed Asset 1’s $60 value immediately after
the transaction. As a result, Asset 1 is loss
duplication property. But for section 362(e)(2)
and this section, S’s basis in Asset 2 would be
$110, which would not exceed Asset 2’s $120
value immediately after the transaction. As
a result, Asset 2 is not loss duplication prop-
erty.

(3) Basis in loss duplication property. S’s
basis in Asset 1 is $70, computed as its $90
basis under section 362(a) reduced by S’s $20
net built-in loss. The $20 reduction to S’s
basis in Asset 1 does not require a reduction
to A’s basis in its S stock under section
1367(a)(2)(D). See paragraph (f) of this sec-
tion.

(4) Basis in other property. Under section
362(a), S has a transferred basis of $110 in
Asset 2. Under section 358(a), A has a basis of
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$200 in the S stock it receives in the ex-
change.

(B) Section 362(e)(2)(C) election—(1) Applica-
tion of section to transaction. The facts are the
same as in paragraph (ii)(A)(I) of this Exam-
ple 9, except that A and S elect to reduce A’s
stock basis under section 362(e)(2)(C). In this
case, A’s $20 built-in loss (as determined in
paragraph (ii)(A)(2) of this Example 9) that
would have been applied to reduce S’s basis
in Asset 1 is applied to reduce A’s basis in
the S stock received. As a result, A’s basis in
the S stock is $180 (8200 — $20), S’s basis in
Asset 1 is $90, and S’s basis in Asset 2 is $110.

(2) Tax consequences of subsequent disposi-
tion of transferred assets. The facts are the
same as in paragraph (ii)(B)(I) of this Eram-
ple 9 except that, in addition, the year after
the transaction, S sells Asset 1 (basis $90,
value $60) and Asset 2 (basis $110, value $120)
for $180, recognizing the $20 net built-in loss.
The loss is allocated to A and reduces A’s
basis in the S stock from $180 to $160 under
section 1367(a)(2)(B). If A then sells its S
stock for its $180 value, A will recognize a
gain of $20.

Example 10. Triangular reorganizations. (i)
Facts. P owns all the stock of S1 and X owns
all the stock of S2. In a merger described in
section 368(a)(2)(D), S2 merges with and into
S1, and X receives stock of P in exchange for
its S2 stock. S2 has a net built-in loss in its
assets acquired by S1 in the transaction.

(ii) Analysis. The reorganization is not a
section 362(a) transaction, notwithstanding
that, under §1.358-6(c), P is treated as acquir-
ing and then transferring S2’s assets to Sl
for purposes of determining P’s adjustment
to its basis in its S1 stock. Accordingly, S1’s
basis in the property acquired in the trans-
action is not determined under section
362(e)(2) and this section; it is determined
under section 362(b).

Example 11. Transfers of importation property
with non-importation property. (i) Single trans-
feror, loss importation transaction. (A) Facts.
FC1 transfers Asset 1 (basis $80, value $50),
Asset 2 (basis $120, value $110), and Asset 3
(basis $32, value $40) to DC in a transaction
to which section 351 applies. Asset 1 is not
importation property within the meaning of
§1.362-3(c)(2). Asset 2 and Asset 3 are impor-
tation property within the meaning of
§1.362-3(c)(2).

(B) Application of section 362(e)(1). Imme-
diately after the transfer, and without re-
gard to section 362(e)(1) or section 362(e)(2)
and this section, DC’s aggregate basis in im-
portation property (Asset 2 and Asset 3)
would be $152. The aggregate value of the im-
portation property immediately after the
transfer is $150. Accordingly, the transaction
is a loss importation transaction within the
meaning of §1.362-3(c)(3) and, under section
362(e)(1), DC’s bases in Asset 2 and Asset 3
would equal the value of each, $110 and $40,
respectively.
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(C) Application of section 362(e)(2) and this
section. (1) Analysis. (i) Loss duplication trans-
action. FC1’s transfer of Asset 1, Asset 2, and
Asset 3 is a transaction described in section
362(a). But for section 362(e)(2) and this sec-
tion, DC’s aggregate basis in those assets
would be $230 ($80 under section 362(a) + $110
+ $40 under section 362(e)(1)), which would ex-
ceed the aggregate value of the assets $200
($50 + $110 + 40) immediately after the trans-
action. Accordingly, the transfer is a loss du-
plication transaction and FCl1 has a net
built-in loss of $30 ($230 — $200).

(ii) Identifying loss duplication property. But
for section 362(e)(2) and this section, DC’s
basis in Asset 1 would be $80, which would ex-
ceed Asset 1’s $50 value immediately after
the transaction. Accordingly, Asset 1 is loss
duplication property. But for section 362(e)(2)
and this section, DC’s basis in Asset 2 would
be $110, which would not exceed Asset 2’s $110
value immediately after the transaction. Ac-
cordingly, Asset 2 is not loss duplication
property. But for section 362(e)(2) and this
section, DC’s basis in Asset 3 would be $40,
which would not exceed Asset 3’s $40 value
immediately after the transaction. Accord-
ingly, Asset 3 is not loss duplication prop-
erty.

(D) Basis in loss duplication property. DC’s
basis in Asset 1 is $50, computed as its $80
basis under section 362(a) reduced by FCl’s
$30 net built-in loss.

(E) Basis in other property. Under section
362(e)(1), DC’s basis in Asset 2 is $110 and
DC’s basis in Asset 3 is $40. Under section
358(a), FC1 has an exchanged basis of $232 in
the DC stock it receives in the transaction.

(ii) Multiple transferors, mo importation of
loss. (A) Facts. The facts are the same as
paragraph (i)(A) of this Example 11, except
that, in addition, FC2 transfers Asset 4 (basis
$100, value $150) to DC as part of the same
transaction. Asset 4 is importation property
within the meaning of §1.362-3(c)(2).

(B) Application of section 362(e)(1). Imme-
diately after the transfer, and without re-
gard to section 362(e)(1) or section 362(e)(2)
and this section, DC’s aggregate basis in im-
portation property (Asset 2, Asset 3, and
Asset 4) would be $2562 ($120 + $32 + $100). The
aggregate value of the importation property
immediately after the transfer is $300 ($110 +
$40 + $150). Accordingly, the transaction is
not a loss importation transaction within
the meaning of §1.362-3(c)(3) and DC’s bases
in the importation property is not deter-
mined under section 362(e)(1).

(C) Application of section 362(e)(2) and this
section. Notwithstanding that the transfers
by FC1 and FC2 are pursuant to a single plan
forming one transaction, section 362(e)(2) and
this section apply to each transferor sepa-
rately.

(1) Application of section to FCI1. (i) Loss du-
plication transaction. FC1’s transfer of Asset
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1, Asset 2, and Asset 3 is a transaction de-
scribed in section 362(a). But for section
362(e)(2) and this section, DC’s aggregate
basis in those assets would be $232 ($80 + $120
+ $32), which would exceed the aggregate
value of the assets $200 ($50 + $110 + $40) im-
mediately after the transaction. Accord-
ingly, the transfer is a loss duplication
transaction and FC1 has a net built-in loss of
$32 ($232 — $200).

(ii) Identifying loss duplication property. But
for section 362(e)(2) and this section, DC’s
basis in Asset 1 would be $80, which would ex-
ceed Asset 1’s $50 value immediately after
the transaction. Accordingly, Asset 1 is loss
duplication property. But for section 362(e)(2)
and this section, DC’s basis in Asset 2 would
be $120, which would exceed Asset 2’s $110
value immediately after the transaction. Ac-
cordingly, Asset 2 is also loss duplication
property. But for section 362(e)(2) and this
section, DC’s basis in Asset 3 would be $32,
which would not exceed Asset 3’s $40 value
immediately after the transaction. Accord-
ingly, Asset 3 is not loss duplication prop-
erty.

(iii) Basis in loss duplication property. DC’s
basis in Asset 1 is $566, computed as its $80
basis under section 362(a) reduced by $24, its
allocable portion of FC1’s $32 net built-in
loss ($30/40 x $32). DC’s basis in Asset 2 is $112,
computed as its $120 basis under section
362(a) reduced by $8, its allocable portion of
FC1’s $40 net built-in loss ($10/$40 x $32).

(iv) Basis in other property. Under section
358(a), FC1 has an exchanged basis of $232 in
the DC stock it receives in the transaction.

(2) Application of section to FC2. FC2’s trans-
fer of Asset 3 is not a loss duplication trans-
action because Asset 3’s value exceeds its
basis immediately after the transaction. Ac-
cordingly, under section 362(a), DC’s basis in
Asset 3 is $100.

Example 12. Section 362(e)(2)(C) elections with
respect to transfers between persons that are not
required to file a U.S. return and that are not
CFCs or CFPs—(i) Basic application of section.
On June 30, Year 1, FC1 transfers Asset 1 to
FC2 in a transaction to which section 351 ap-
plies (the original transfer) and that is there-
fore a section 362(a) transaction. But for sec-
tion 362(e)(2) and this section, FC2’s basis in
Asset 1 (determined immediately after the
transfer, taking into account all applicable
law, including section 362(e)(1)) exceeds the
value of Asset 1 immediately after the trans-
action. Accordingly, the transaction is a loss
duplication transaction and Asset 1 is loss
duplication property. FC1 and FC2 executed
a written, binding agreement to apply sec-
tion 362(e)(2)(C) at some point before any
Section 362(e)(2)(C) Statement is filed. How-
ever, the transfer was not entered into with
a view to reducing or avoiding the Federal
income tax liability of any person by avoid-
ing the application of section 362(e)(2) and
this section; further, no event described in
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paragraph (d)(3)(ii)(E), (F), or (G) of this sec-
tion occurs prior to June 30, Year 3. As a re-
sult, under paragraph (c)(2) of this section,
section 362(e)(2) and this section do not apply
to the transfer. Accordingly, FC2’s basis in
Asset 1 is determined under section 362(a), no
section 362(e)(2)(C) election can be made, and
any protective filing of a Section 362(e)(2)(C)
Statement will have no effect.

(ii) Loss duplication property later acquired
by a person required to file U.S. return. The
facts are the same as in paragraph (i) of this
Example 12, except that, in addition, on Janu-
ary 1, Year 2, FC2 transfers Asset 1 to DC in
an exchange to which section 351 applies.
FC2’s transfer is an event described in para-
graph (d)(3)(ii)(G) of this section. As a result,
paragraph (c)(2) does not except the original
transfer from the application of section
362(e)(2) and this section. Under paragraph
(A)(3)(ii)(G) of this section, DC must include
the Section 362(e)(2)(C) Statement for the
original transfer on or with its Year 2 U.S.
return in order for that election to be effec-
tive. The result would be the same if, instead
of FC2 transferring Asset 1 to DC, FC1 trans-
ferred its FC2 stock to DC in an exchange to
which section 351 applies. (Further, if an
asset transferred by FC1 or FC2 to DC is a
loss asset immediately after its transfer to
DC, DC’s basis in that asset may be subject
to section 362(e)(1).)

(iii) Party to exchange later becomes a person
required to file U.S. return. The facts are the
same as in paragraph (i) of this Example 12,
except that, in addition, on January 1, Year
2, FC2 becomes engaged in a U.S. business.
FC2’s becoming engaged in a U.S. business is
an event described in paragraph (d)(3)(ii)(F)
of this section because it will cause FC2 to
become a person required to file a U.S. re-
turn. As a result, paragraph (c)(2) of this sec-
tion does not except the transfer from the
application of section 362(e)(2) and this sec-
tion. Under paragraph (d)(3)(ii)(F) of this sec-
tion, FC2 must include the Section
362(e)(2)(C) Statement for the original trans-
fer on or with its Year 2 U.S. return in order
for the section 362(e)(2)(C) election for the
original transfer to be effective.

(iv) Statement not filed with respect to des-
ignated event. The facts are the same as in
paragraph (iii) of this Example 12, except
that, in addition, FC1 became engaged in a
U.S. trade or business on October 31, Year 1
and as a result became a person required to
file a U.S. return, an event described in para-
graph (d)(3)(ii)(E) of this section. As a result,
paragraph (c)(2) of this section does not ex-
cept the transfer from the application of sec-
tion 362(e)(2) and this section. Further, in
order for the election to be effective, FC1
must file the Section 362(e)(2)(C) Statement
on or with its Year 1 U.S. return. See para-
graph (d)(3)(ii)(E) of this section. A state-
ment filed by FC2 on or with its Year 2 U.S.
return has no effect. Thus, if FC1 does not
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file the statement, the election does not be-
come effective and basis is determined under
the general rule of section 362(e)(2).

(v) Nonrecognition transfer of loss duplication
property outside United States, transferee later
becomes engaged in U.S. trade or business. The
facts are the same as in paragraph (i) of this
Example 12, except that, in addition, on De-
cember 31, Year 1, FC2 transfers Asset 1 to
FC3 in a transferred basis transaction. In
Year 2, FC3 becomes engaged in a U.S. trade
or business and as a result becomes a person
required to file a U.S. return; Asset 1 is not
used in or connected with the U.S. trade or
business or otherwise subject to Federal in-
come tax. FC3’s becoming engaged in a U.S.
trade or business is an event described in
paragraph (d)(3)(ii)(F) of this section because
FC3, a person who holds loss duplication
property with a basis determined by FC2’s
basis in the property, will be required to file
a U.S. return as a result of its becoming en-
gaged in a U.S. business. As a result, para-
graph (c)(2) of this section does not except
the transfer from the application of section
362(e)(2) and this section. Under paragraph
(@)(3)(i1)(F) of this section, FC3 must include
the Section 362(e)(2)(C) Statement for the
original transfer on or with its Year 2 U.S.
return in order for the section 362(e)(2)(C)
election for the original transfer to be effec-
tive.

(i) [Reserved]

(j) Effective/applicability date.
The introductory text and Erample 11
of paragraph (h) of this section apply
with respect to transactions occurring
on or after March 28, 2016, and also with
respect to transactions occurring be-
fore such date as a result of an entity
classification election under §301.7701-3
of this chapter filed on or after March
28, 2016, unless such transaction is pur-
suant to a binding agreement that was
in effect prior to March 28, 2016 and at
all times thereafter. In addition, tax-
payers may apply such provisions to
any transaction occurring after Octo-
ber 22, 2004.

[T.D. 9424, 73 FR 53948, Sept. 17, 2008, as
amended by T.D. 9633, 78 FR 54160, Sept. 3,
2013; T.D. 9759, 81 FR 17082, Mar. 28, 2016]

* % %

§1.367(a)-1 Transfers to foreign cor-
porations subject to section 367(a):
In general.

(a) through (b)(4)(i)(A) [Reserved] For
further guidance see §1.367(a)-1T(a)
through (b)(4)(1)(A).

(B) Appropriate adjustments to earn-
ings and profits, basis, and other af-
fected items will be made according to

§1.367(a)-1

otherwise applicable rules, taking into
account the gain recognized under sec-
tion 367(a)(1). For purposes of applying
section 362, the foreign corporation’s
basis in the property received is in-
creased by the amount of gain recog-
nized by the U.S. transferor under sec-
tion 367(a) and the regulations issued
pursuant to that section. To the extent
the regulations provide that the U.S.
transferor recognizes gain with respect
to a particular item of property, the
foreign corporation increases its basis
in that item of property by the amount
of such gain recognized. For example,
§§1.367(a)-3, 1.367(a)-4T, and 1.367(a)-bT
provide that gain is recognized with re-
spect to particular items of property.
To the extent the regulations do not
provide that gain recognized by the
U.S. transferor is with respect to a par-
ticular item of property, such gain is
treated as recognized with respect to
items of property subject to section
367(a) in proportion to the U.S. trans-
feror’s gain realized in such property,
after taking into account gain recog-
nized with respect to particular items
of property transferred under any other
provision of section 367(a). For exam-
ple, §1.367(a)-6T provides that branch
losses must be recaptured by the rec-
ognition of gain realized on the trans-
fer but does not associate the gain with
particular items of property. See also
§1.367(a)-1T(c)(3) for rules concerning
transfers by partnerships or of partner-
ship interests.

(C) The transfer will not be re-
characterized for U.S. Federal tax pur-
poses solely because the U.S. person
recognizes gain in connection with the
transfer under section 367(a)(1). For ex-
ample, if a U.S. person transfers appre-
ciated stock or securities to a foreign
corporation in an exchange described
in section 351, the transfer is not re-
characterized as other than an ex-
change described in section 351 solely
because the U.S. person recognizes gain
in the transfer under section 367(a)(1).

(b)(4)(ii) through (d)(2) [Reserved] For
further guidance see §1.367(a)—
1T(b)(4)(ii) through (d)(2).

(3) Transfer. For purposes of section
367 and regulations thereunder, the
term ‘‘transfer’” means any transaction
that constitutes a transfer for purposes
of section 332, 351, 354, 355, 3566, or 361,
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as applicable. A person’s entering into
a cost sharing arrangement under
§1.482-7 or acquiring rights to intan-
gible property under such an arrange-
ment shall not be considered a transfer
of property described in section
367(a)(1). See §1.6038B-1T(b)(4) for the
date on which the transfer is consid-
ered to be made.

(4) through (5) [Reserved]. For fur-
ther guidance, see §1.367(a)-1T(d)(4)
through (5).

(e) Close of taxable year in certain sec-
tion 368(a)(1)(F) reorganications. If a do-
mestic corporation is the transferor
corporation in a reorganization de-
scribed in section 368(a)(1)(F) after
March 30, 1987, in which the acquiring
corporation is a foreign corporation,
then the taxable year of the transferor
corporation shall end with the close of
the date of the transfer and the taxable
year of the acquiring corporation shall
end with the close of the date on which
the transferor’s taxable year would
have ended but for the occurrence of
the transfer. With regard to the con-
sequences of the closing of the taxable
year, see section 381 and the regula-
tions thereunder.

(f) Exchanges under sections 354(a) and
361(a) in certain section 368(a)(1)(F) reor-
ganizations—(1) Rule. In every reorga-
nization under section 368(a)(1)(F),
where the transferor corporation is a
domestic corporation, and the acquir-
ing corporation is a foreign corpora-
tion, there is considered to exist—

(i) A transfer of assets by the trans-
feror corporation to the acquiring cor-
poration under section 361(a) in ex-
change for stock (or stock and securi-
ties) of the acquiring corporation and
the assumption by the acquiring cor-
poration of the transferor corporation’s
liabilities;

(ii) A distribution of the stock (or
stock and securities) of the acquiring
corporation by the transferor corpora-
tion to the shareholders (or share-
holders and security holders) of the
transferor corporation; and

(iii) An exchange by the transferor
corporation’s shareholders (or share-
holders and security holders) of their
stock (or stock and securities) of the
transferor corporation for stock (or
stock and securities) of the acquiring
corporation under section 354(a).

26 CFR Ch. | (4-1-16 Edition)

(2) Rule applies regardless of whether a
continuance under applicable law. For
purposes of paragraph (f)(1) of this sec-
tion, it shall be immaterial that the
applicable foreign or domestic law
treats the acquiring corporation as a
continuance of the transferor corpora-
tion.

(g)(1) through (3) [Reserved]. For fur-
ther guidance, see §1.367(a)-1T(g)(1)
through (3).

(4) The rules in paragraphs (b)(4)(i)(B)
and (b)(4)(i)(C) of this section apply to
transfers occurring on or after April 18,
2013. For guidance with respect to para-
graph (b)(4)(1)(B) of this section before
April 18, 2013, see 26 CFR part 1 revised
as of April 1, 2012. The rules in para-
graph (e) of this section apply to trans-
actions occurring on or after March 31,
1987. The rules in paragraph (f) of this
section apply to transactions occurring
on or after January 1, 1985.

[T.D. 9441, 74 FR 348, Jan. 5, 2009, as amended
by T.D. 9568, 76 FR 80087, Dec. 22, 2011; T.D.
9614, 78 FR 17030, Mar. 19, 2013; T.D. 9739, 80
FR 56192, Sept. 21, 2015]

§1.367(a)-1T Transfers to foreign cor-
porations subject to section 367(a):
In general (temporary).

(a) Purpose and scope of regulations.
These regulations set forth rules relat-
ing to the provisions of section 367(a)
concerning certain transfers of prop-
erty to foreign corportions. This sec-
tion provides general rules explaining
the effect of section 367(a)(1) and de-
scribing the transfers of property that
are subject to the rule of that section.
Section 1.367(a)-2T provides rules con-
cerning the exception from the rule of
section 367(a)(1) for transfers of prop-
erty to be used in the active conduct of
a trade or business outside of the
United States. Rules concerning the
application of section 367(a)(1) to trans-
fers of stock or securities are provided
in §1.367(a)-3, while §1.367(a)-4T pro-
vides special rules regarding other
specified transfers of property. Section
1.367(a)-bT describes types of property
that are subject to the rule of section
367(a)(1) regardless of whether they are
transferred for use in a trade or busi-
ness. Section 1.367(a)-6T provides rules
concerning the application of section
367(a) to the transfer of a branch with
previously deducted losses. Finally,
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§1.367(a)-TT contains transitional rules
concerning transfers of intangible
property to foreign corporations made
after June 6, 1984 and before January 1,
1985. Rules explaining the operation of
section 367(d), concerning transfers of
intangible property pursuant to an ex-
change described in section 351 or 361,
are provided in §1.367(d)-1T. Rules con-
cerning the reporting requirements of
section 6038B are provided in §§1.6038B—
1 and 1.6038B-1T.

(b) General rules—(1) Foreign corpora-
tion not considered a corporation for pur-
poses of certain transfers. If a U.S. per-
son transfers property to a foreign cor-
poration in connection with an ex-
change described in section 332, 351, 354,
355, 356, or 361, then pursuant to section
367(a)(1) the foreign corporation shall
not be considered to be a corporation
for purposes of determining the extent
to which gain shall be recognized on
the transfer. Section 367(a)(1) denies
nonrecognition treatment only to
transfers of items of property on which
gain is realized. Thus, the amount of
gain recognized because of section
367(a)(1) is unaffected by the transfer of
items of property on which loss is real-
ized (but not recognized). The transfers
of property that are subject to section
367(a)(1) are further described in para-
graph (c¢) of this section, and relevant
definitions are provided in paragraph
(d) of this section.

(2) Cases in which foreign corporate sta-
tus is not disregarded. Section 367(a)(1)
shall not apply, and a foreign corporate
transferee shall, thus, be considered to
be a corporation, in the case of any of
the following:

(i) [Reserved]

(ii) The transfer of property for use
in the active conduct of a trade or busi-
ness outside of the United States in ac-
cordance with the rules of §§1.367(a)-2T
through 1.367(a)-6T; or

(iii) Certain other transfers of prop-
erty described in §§1.367(a)-2T through
1.367(a)-6T.

(3) Limitation of gain required to be rec-
ognized—(1) In general. If a U.S. person
transfers property to a foreign corpora-
tion in a transaction on which gain is
required to be recognized under section
367(a) and regulations thereunder, then
the gain required to be recognized by
the U.S. person shall in no event ex-

§1.367(a)-1T

ceed the gain that would have been rec-
ognized on a taxable sale of those items
of property if sold individually and
without offsetting individual losses
against individual gains.

(i1) Losses. No loss may be recognized
by reason of the operation of section
367.

(iii) Ordinary income and capital gain.
If section 367(a) and regulations there-
under require the recognition of ordi-
nary income and capital gain in excess
of the limitation described in para-
graph (b)(3)(i) of this section, then the
limitation shall be imposed by making
proportionate reductions in the
amounts or ordinary income and cap-
ital gain, regardless of the character of
the gain that would have been recog-
nized on a taxable sale of the property.

(4) Character, source, and adjust-
ments—(i) In general. If a U.S. person is
required to recognize gain under sec-
tion 367 upon a transfer of property to
a foreign corporation, then—

(A) The character and source of such
gain shall be determined as if the prop-
erty had been disposed of in a taxable
exchange with the transferee foreign
corporation (unless otherwise provided
by regulation); and

(B) [Reserved] For further guidance
see §1.367(a)-1(b)(4)(1)(B).

(C) [Reserved] For further guidance
see §1.367(a)-1(b)(4)(1)(C).

(ii) Example. The rules of this para-
graph (b)(4) are illustrated by the fol-
lowing example.

Example. Domestic corporation DC trans-
fers inventory with a fair market value of $1
million and adjusted basis of $800,000 to for-
eign corporation FC in an exchange for stock
of FC that is described in section 351 (a).
Title passes within the U.S. Pursuant to sec-
tion 367(a), DC is required to recognize gain
of $200,000 upon the transfer. Under the rule
of this paragraph (b)(4), such gain shall be
treated as ordinary income (sections 1201 and
1221) from sources within the U.S. (section
861) arising from a taxable exchange with
FC. Appropriate adjustments to earnings and
profits, basis, etc., shall be made as if the
transfer were subject to section 351. Thus,
for example, DC’s basis in the FC stock re-
ceived, and FC’s basis in the transferred in-
ventory, will each be increased by the
$200,000 gain recognized by DC, pursuant to
sections 358(a)(1) and 362(a), respectively.
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(c) Transfers described in Ssection
367(a)(1)—(1) In general. A transfer de-
scribed in section 367(a)(1) is any trans-
fer of property by a U.S. person to a
foreign corporation pursuant to an ex-
change described in section 332, 351, 354,
365, 366, or 361. Section 367(a)(1) applies
to such a transfer whether it is made
directly, indirectly, or constructively.
Indirect or constructive transfers that
are described in section 367(a)(1) in-
clude the transfers described in sub-
paragraphs (2) through (7) of this para-
graph (c).

(2) Indirect transfers in certain reorga-
nizations. [Reserved]. For further guid-
ance, see §1.367(a)-3(d).

(3) Indirect transfers involving partner-
ships and interests therein—(i) Transfer
by partnership treated as transfer by
partners—(A) In general. If a partner-
ship (whether foreign or domestic)
transfers property to a foreign corpora-
tion in an exchange described in sec-
tion 367(a)(1), then a U.S. person that is
a partner in the partnership shall be
treated as having transferred a propor-
tionate share of the property in an ex-
change described in section 367(a)(1). A
U.S. person’s proportionate share of
partnership property shall be deter-
mined under the rules and principles of
sections 701 through 761 and the regula-
tions thereunder. The rule of this para-
graph (c)(3)(i)(A) is illustrated by the
following example.

Example. P is a partnership having five
equal general partners, two of whom are
United States persons. P transfers property
to F, a foreign corporation, in connection
with an exchange described in section 351.
The exchange includes an indirect transfer of
property by the partners to F. The transfers
of property attributable to those partners
who are United States persons, that is, 40
percent of each asset transferred to F, are
transfers described in section 367(a)(1). The
gain (if any) recognized on the transfer of 40
percent of each asset to F is attributable to
the two partners who are United States per-
sons.

(B) Special adjustments to basis. If a
U.S. person is treated under the rule of
this paragraph (c)(3)(i) as having trans-
ferred a proportionate share of the
property of a partnership in an ex-
change described in section 367(a), and
is therefore required to recognize gain
upon the transfer, then—

26 CFR Ch. | (4-1-16 Edition)

(I) The U.S. person’s basis in the
partnership shall be increased by the
amount of gain recognized by him;

(2) Solely for purposes of determining
the basis of the partnership in the
stock of the transferee foreign corpora-
tion, the U.S. person shall be treated as
having newly acquired an interest in
the partnership (for an amount equal
to the gain recognized), permitting the
partnership to make an optional ad-
justment to basis pursuant to sections
743 and 754; and

(3) The transferee foreign corpora-
tion’s basis in the property acquired
from the partnership shall be increased
by the amount of gain recognized by
U.S. persons under this paragraph
©)3)(A).

(i1) Transfer of partnership interest
treated as transfer of proportionate share
of assets—(A) In general. If a U.S. person
transfers an interest as a partner in a
partnership (whether foreign or domes-
tic) in an exchange described in section
367(a)(1), then that person shall be
treated as having transferred a propor-
tionate share of the property of the
partnership in an exchange described in
section 367(a)(1). Accordingly, the ap-
plicability of the exception to section
367(a)(1) provided in §1.367(a)-2T shall
be determined with reference to the
property of the partnership rather than
the partnership interest itself. A U.S.
person’s proportionate share of part-
nership property shall be determined
under the rules and principles of sec-
tions 701 through 761 and the regula-
tions thereunder.

(B) Special adjustments to basis. If a
U.S. person is treated under the rule of
paragraph (c)(3)(ii)(A) of this section as
having transferred a proportionate
share of the property of a partnership
in an exchange described in section
367(a), and is therefore required to rec-
ognize gain upon the transfer, then—

(I) The U.S. person’s basis in the
stock of the transferee foreign corpora-
tion shall be increased by the amount
of gain so recognized by that person;

(2) The transferee foreign corpora-
tion’s basis in the transferred partner-
ship interest shall be increased by the
amount of gain recognized by the U.S.
person; and

(3) Solely for purposes of determining
the partnership’s basis in the property
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held by it, the U.S. person shall be
treated as having newly acquired an in-
terest in the partnership (for an
amount equal to the gain recognized),
permitting the partnership to make an
optional adjustment to basis pursuant
to sections 743 and 754.

(C) Limited partnership interest. The
transfer by a U.S. person of an interest
in a partnership shall not be subject to
the rules of paragraph (c¢)(3)(ii)(A) and
(B) if—

(I) The interest transferred is a lim-
ited partnership interest; and

(2) Such interest is regularly traded
on an established securities market.

Instead, the transfer of such an inter-
est shall be treated in the same manner
as a transfer of stock or securities.
Thus, the consequences of such a trans-
fer shall be determined under the rules
of §1.367(a)-3. For purposes of this sec-
tion, a limited partnership interest is
an interest as a limited partner in a
partnership that is organized under the
laws of any State of the United States
or the District of Columbia. Whether
such an interest is regularly traded on
an established securities market shall
be determined under the provisions of
paragraph (¢)(3)(ii)(D) of this section.

(D) Regularly traded on an established
securities market—(1) Established securi-
ties market. For purposes of this para-
graph (c)(3)(ii), an established securi-
ties market is—

(1) A national securities exchange
which is registered under section 6 of
the Securities Exchange Act of 1934 (15
U.S.C. 78f);

(ii1) A foreign national securities ex-
change which is officially recognized,
sanctioned, or supervised by govern-
mental authority; and

(iii) An over-the-counter market. An
over-the-counter market is any market
reflected by the existence of an inter-
dealer quotation system. An inter-deal-
er quotation system is any system of
general circulation to brokers and
dealers which regularly disseminates
quotations of stock and securities by
identified brokers or dealers, other
than by quotation sheets which are
prepared and distributed by a broker or
dealer in the regular course of business
and which contain only quotations of
such broker or dealer.
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(2) Regularly traded. A class of inter-
ests that is traded on an established se-
curities market is considered to be reg-
ularly traded if it is regularly quoted
by brokers or dealers making a market
in such interests. A class of interests
shall be presumed to be regularly trad-
ed if the entity has a total of 500 or
more interest-holders.

(4) Transfers by trusts and estates—(i)
In general. For purposes of section
367(a), a transfer of property by an es-
tate or trust shall be treated as a
transfer by the entity itself and not as
an indirect transfer by its bene-
ficiaries. Thus, a transfer of property
by a foreign trust or estate (as defined
in section 7701(a)(31)) is not described
in section 367(a)(1), regardless of
whether the beneficiaries of the trust
or estate are U.S. persons. Similarly, a
transfer of property by a domestic
trust or estate may be described in sec-
tion 367(a)(1), regardless of whether the
beneficiaries of the trust or estate are
foreign persons.

(ii) Grantor trusts. A transfer of a por-
tion or all of the assets of a foreign or
domestic trust to a foreign corporation
in an exchange described in section
367(a)(1) is considered a transfer by any
U.S. person who is treated as the owner
of any such portion or all of the assets
of the trust under sections 671 through
679.

(5) Termination of election under sec-
tion 1504(d). Section 367(A) applies to
the constructive reorganization and
transfer of property from a domestic
corporation to a foreign corporation
that occurs upon the termination of an
election under section 1504(d), which
permits the treatment of certain con-
tiguous country corporations as domes-
tic corporations. The rule of this para-
graph (c)(b) is illustrated by the fol-
lowing example.

Example. Domestic corporation Y pre-
viously made a valid election under section
1504(d) to have its wholly owned Canadian
subsidiary, C, treated as a domestic corpora-
tion. On July, 1, 1986, C fails to continue to
qualify for the election under section 1504
(d). A constructive reorganization described
in section 368(a)(1)(D) occurs. The resulting
constructive transfer of assets by ‘‘domes-
tic”’ corporation C to Canadian corporation C
upon the termination of the election is a
transfer of property described in section
367(a)(1).
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(6) Changes in classification of an enti-
ty. If a foreign entity is classified as an
entity other than an association tax-
able as a corporation for United States
tax purposes, and subsequently a
change is made in the governing docu-
ments, articles, or agreements of the
entity so that the entity is thereafter
classified as an association taxable as a
corporation, the change in classifica-
tion is considered a transfer of prop-
erty to a foreign corporation in connec-
tion with an exchange described in sec-
tion 351. For purposes of section
367(a)(1), the transfer of property is
considered as made by the persons de-
termined under the rules set forth in
paragraph (c)(3) of this section with re-
spect to partnerships, and paragraph
(c)(4)() or (ii), with respect to trusts
and estates, and the rules of such para-
graphs apply determining whether a
transfer described in section 367(a)(1)
has been made.

(T) Contributions to capital. For rules
with respect to the treatment of a con-
tribution to the capital of a foreign
corporation as a transfer described in
section 367(a)(1), see section 367(c)(2)
and the regulations thereunder.

(d) Definitions. The following defini-
tions apply for purposes of this section
and §1.367(d)-1T.

(1) United States person. The term
United States person includes those per-
sons described in section 7701(a)(30).
The term includes a citizen or resident
of the United States, a domestic part-
nership, a domestic corporation, and
any estate or trust other than a foreign
estate or trust. (For definitions of
these terms, see section 7701 and regu-
lations thereunder.) For purposes of
this section, an individual with respect
to whom an election has been made
under section 6013 (g) or (h) is consid-
ered to be a resident of the United
States while such election is in effect.
A nonresident alien or a foreign cor-
poration will not be considered a
United States person because of its ac-
tual or deemed conduct of a trade or
business within the United States dur-
ing a taxable year.

(2) Foreign corporation. The term for-
eign corporation has the meaning set
forth in section 7701(a)(3) and (5) and
§301.7701-5.
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(3) [Reserved] For further guidance,
see §1.367(a)-1(d)(3).

(4) Property. For purposes of section
367 and regulations thereunder, the
term property means any item that
constitutes property for purposes of
sections 332, 351, 354, 355, 356, or 361, as
applicable.

(5) Intangible property—(i) In general.
For purposes of section 367 and regula-
tions thereunder, the term intangible
property means knowledge, rights, doc-
uments, and any other intangible item
within the meaning of section
936(h)(3)(B) that constitutes property
for purposes of sections 332, 351, 354,
355, 3566, or 361, as applicable. Such
property shall be treated as intangible
property for purposes of section 367 (a)
and (d) and the regulations thereunder
without regard to whether it is used or
developed in the United States or in a
foreign country and without regard to
whether it is used in manufacturing ac-
tivities or in marketing activities. A
working interest in oil and gas prop-
erties shall not be considered to be in-
tangible property for purposes of sec-
tion 367 and the regulations there-
under.

(ii) Operating intangibles. An oper-
ating intangible is any intangible prop-
erty of a type not ordinarily licensed
or otherwise transferred in trans-
actions between unrelated parties for
consideration contingent upon the li-
censee’s or transferee’s use of the prop-
erty. Examples of operating intangi-
bles may include long-term purchase or
supply contracts, surveys, studies, and
customer lists.

(iii) Foreign goodwill or going concern
value. Foreign goodwill or going con-
cern value is the residual value of a
business operation conducted outside
of the United States after all other
tangible and intangible assets have
been identified and valued. For pur-
poses of section 367 and regulations
thereunder the value of the right to use
a corporate name in a foreign country
shall be treated as foreign goodwill or
going concern value.

(iv) Transitional rule for certain mar-
keting intangibles. For transfers occur-
ring after December 31, 1984, and before
May 16, 1986, for foreign trademarks,
tradenames, brandnames, and similar
marketing intangibles developed by a
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foreign branch shall be treated as for-
eign goodwill or going concern value.

(e) [Reserved]. For further guidance,
see §1.367(a)-1(e).

(f) [Reserved]. For further guidance,
see §1.367(a)-1(f).

(g) Effective date of certain section—

(1) In general. Except as specifically
provided to the contrary elsewhere in
these sections, §§1.367(a)-1T through
1.367(a)-6T apply to transfers occurring
after December 31, 1984.

(2) Private rulings. The taxpayer may
rely on a private ruling under section
367(a) received by him before June 16,
1986.

(3) Certain indirect transfers. Sections
1.367(a)-1T(c)(2)(i) and (iii) and 1.367(a)-
1T(c)(3) apply to transfers made after
June 16, 1986. For transfers made before
that date, see 26 CFR 1.367(a)-1(b) (re-
vised as of April 1, 1986).

(4) [Reserved] For further guidance
see §1.367(a)-1(g)(4).

[T.D. 8087, 51 FR 17938, May 16, 1986, as
amended by T.D. 8280, 56 FR 1408, Jan. 16,
1990; T.D. 8770, 63 FR 33555, June 19, 1998; T.D.
9441, 74 FR 348, Jan. 5, 2009; T.D. 9568, 76 FR
80087, Dec. 22, 2011; T.D. 9614, 78 FR 17031,
Mar. 19, 2013; T.D. 9739, 80 FR 56192, Sept. 21,
2015]

§1.367(a)-2 Exception for transfers of
property for use in the active con-
duct of a trade or business.

(a) through (d) [Reserved] For further
guidance, see §1.367(a)-2T(a) through
(d).

(e) Special rules for certain transfers oc-
curring on or after May 2, 2006— (1) Gen-
eral rule. Whether a trade or business
that produces rents or royalties is ac-
tively conducted shall be determined
under the principles of section
954(c)(2)(A) and the regulations there-
under (but without regard to whether
the rents or royalties are received from
an unrelated party). See §1.954-2(c) and
().

(2) Effective/applicability date. The
rules of this paragraph (e) apply to
transfers occurring on or after May 2,
2006. However, if the transferor makes
the election to apply the provisions of
§1.367(a)-4(c)(3) for transfers occurring
on or after October 22, 2004, then para-
graph (e)(1) of this section will also
apply to the transfers occurring on or
after October 22, 2004.
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(f) Failure to comply with reporting re-
quirements of section 6038B—(1) Failure
to comply. For purposes of the excep-
tion to the application of section
367(a)(1) provided in paragraph (a) of
§1.367(a)-2T, a failure to comply with
the reporting requirements of section
6038B and the regulations thereunder
(failure to comply) has the meaning set
forth in §1.6038B-1(f)(2).

(2) Relief for certain failures to comply
that are not willful—({) In general. A
failure to comply described in para-
graph (f)(1) of this section will be
deemed not to have occurred for pur-
poses of satisfying the requirements of
this section if the taxpayer dem-
onstrates that the failure was not will-
ful using the procedure set forth in this
paragraph (f)(2). For this purpose, will-
ful is to be interpreted consistent with
the meaning of that term in the con-
text of other civil penalties, which
would include a failure due to gross
negligence, reckless disregard, or will-
ful neglect. Whether a failure to com-
ply was a willful failure will be deter-
mined by the Director of Field Oper-
ations International, Large Business &
International (or any successor to the
roles and responsibilities of such posi-
tion, as appropriate) (Director) based
on all the facts and circumstances. The
taxpayer must submit a request for re-
lief and an explanation as provided in
paragraph (f)(2)(ii)(A) of this section.
Although a taxpayer whose failure to
comply is determined not to be willful
will not be subject to gain recognition
under this section, the taxpayer will be
subject to a penalty under section
6038B if the taxpayer fails to dem-
onstrate that the failure was due to
reasonable cause and not willful ne-
glect. See §1.6038B-1(b)(1) and (f). The
determination of whether the failure to
comply was willful under this section
has no effect on any request for relief
made under §1.6038B-1(f).

(i1) Procedures for establishing that a
failure to comply was not willful—(A)
Time and manner of submission. A tax-
payer’s statement that the failure to
comply was not willful will be consid-
ered only if, promptly after the tax-
payer becomes aware of the failure, an
amended return is filed for the taxable
year to which the failure relates that
includes the information that should
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have been included with the original
return for such taxable year or that
otherwise complies with the rules of
this section, and that includes a writ-
ten statement explaining the reasons
for the failure to comply. The amended
return must be filed with the Internal
Revenue Service at the location where
the taxpayer filed its original return.
The taxpayer may submit a request for
relief from the penalty under section
6038B as part of the same submission.
See §1.6038B-1(f).

(B) Notice requirement. In addition to
the requirements of paragraph
(H)(2)(i1)(A) of this section, the taxpayer
must comply with the notice require-
ments of this paragraph (f)(2)(ii)(B). If
any taxable year of the taxpayer is
under examination when the amended
return is filed, a copy of the amended
return and any information required to
be included with such return must be
delivered to the Internal Revenue Serv-
ice personnel conducting the examina-
tion. If no taxable year of the taxpayer
is under examination when the amend-
ed return is filed, a copy of the amend-
ed return and any information required
to be included with such return must
be delivered to the Director.

(3) For illustrations of the applica-
tion of the willfulness standard of this
paragraph (f), see the examples in
§1.367(a)-8(p)(3).

(4) Paragraph (f) applies to requests
for relief submitted on or after Novem-
ber 19, 2014.

[T.D. 9525, 76 FR 26179, May 6, 2011, as amend-
ed by T.D. 9704, 79 FR 68766, Nov. 19, 2014]

§1.367(a)-2T Exception for transfers of
property for use in the active con-
duct of a trade or business (tem-
porary).

(a) In general. Section 367(a)(1) shall
not apply to property transferred to a
foreign corporation if—

(1) Such property is transferred for
use by that corporation in the active
conduct of a trade or business outside
of the United States; and

(2) The U.S. person that transfers the
property complies with the reporting
requirements of section 6038B and regu-
lations thereunder.Where these condi-
tions are satisifed, the foreign cor-
porate transferee of the property shall
be considered to be a corporation for
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purposes of determining the extent to
which gain or loss is required to be rec-
ognized upon the transfer pursuant to
section 332, 351, 354 [reserved as to sec-
tion 355 or so much of section 356 as re-
lates to section 355], 356, or 361. Para-
graph (b) of this section provides rules
concerning the requirement that prop-
erty be transferred for use in the active
conduct of a trade or business outside
of the United States, while paragraph
(c) concerns the application of the re-
quirement where the transferee itself
re-transfers the property. In addition,
§1.367(a)-3 provides rules concerning
the treatment of stock or securities
transferred to a foreign corporation in
an exchange described 1in section
367(a)(1), and §1.367(a)-4T provides spe-
cial rules concerning the treatment of
other specified types of property. Fi-
nally, §§1.367(a)-5T and 1.367(a)-6T pro-
vide rules concerning certain transfers
of property that are subject to section
367(a)(1) regardless of whether the prop-
erty is used in the active conduct of a
trade or business.

(b) Active conduct of a trade or business
outside the United States—(1) In general.
Property qualifies for the exception
provided by this section if it is trans-
ferred to a foreign corporation for use
in the active conduct of a trade or busi-
ness outside of the United States.
Therefore, to determine whether prop-
erty is subject to the exception pro-
vided by this section, four factual de-
terminations must be made:

(i) What is the trade or business of
the transferee;

(ii) Do the activities of the transferee
constitute the active conduct of that
trade or business;

(iii) Is the trade or business con-
ducted outside of the United States;
and

(iv) Is the transferred property used
or held for use in the trade or business?

Rules concerning these four determina-
tions are provided in paragraphs (b)(2),
(3), (4), and (b) of this section.
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(2) Trade or business. Whether the ac-
tivities of a foreign corporation con-
stitute a trade or business must be de-
termined under all the facts and cir-
cumstances. In general, a trade or busi-
ness is a specific unified group of ac-
tivities that constitute (or could con-
stitute) an independent economic en-
terprise carried on for profit. For ex-
ample, the activities of a foreign sell-
ing subsidiary could constitute a trade
or business if they could be independ-
ently carried on for profit, even though
the subsidiary acts exclusively on be-
half of, and has operations fully inte-
grated with, its parent corporation. To
constitute a trade or business, a group
of activities must ordinarily include
every operation which forms a part of,
or a step in, a process by which an en-
terprise may earn income or profit. In
this regard, one or more of such activi-
ties may be carried on by independent
contractors under the direct control of
the foreign corporation. (However, see
paragraph (b)(3) of this section.) The
group of activities must ordinarily in-
clude the collection of income and the
payment of expenses. If the activities
of a foreign corporation do not con-
stitute a trade or business, then the ex-
ception provided by this section does
not apply, regardless of the level of ac-
tivities carried on by the corporation.
The following activities are not consid-
ered to constitute by themselves a
trade or business for purposes of this
section:

(i) Any activity giving rise to ex-
penses that would be deductible only
under section 212 if the activities were
carried on by an individual; or

(ii) The holding for one’s own ac-
count of investments in stock, securi-
ties, land, or other property, including
casual sales thereof.

(3) Active conduct. Whether a trade or
business is actively conducted must be
determined under all the facts and cir-
cumstances. In general, a corporation
actively conducts a trade or business
only if the officers and employees of
the corporation carry out substantial
managerial and operational activities.
A corporation may be engaged in the
active conduct of a trade or business
even though incidental activities of the
trade or business are carried out on be-
half of the corporation by independent
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contractors. In determining whether
the officers and employees of the cor-
poration carry out substantial manage-
rial and operational activities, how-
ever, the activities of independent con-
tractors shall be disregarded. On the
other hand, the officers and employees
of the corporation are considered to in-
clude the officers and employees of re-
lated entities who are made available
to and supervised on a day-to-day basis
by, and whose salaries are paid by (or
reimbursed to the lending related enti-
ty by), the transferee foreign corpora-
tion. Whether a trade or business that
produces rents or royalties is actively
conducted shall be determined under
the principles of §1.954-2(d)(1) (but
without regard to whether the rents or
royalties are received from an unre-
lated person). The rule of this para-
graph (b)(3) is illustrated by the fol-
lowing example.

Example. X, a domestic corporation, and Y,
a foreign corporation not related to X, trans-
fer property to Z, a newly formed foreign
corporation organized for the purpose of
combining the research activities of X and Y.
7Z contracts all of its operational and re-
search activities to Y for an arm’s-length
fee. Z’s activities do not constitute the ac-
tive conduct of a trade or business.

(4) Owutside of the United States.
Whether a foreign corporation con-
ducts a trade or business outside of the
United States must be determined
under all the facts and circumstances.
Generally, the primary managerial and
operational activities of the trade or
business must be conducted outside the
United States and immediately after
the transfer the transferred assets
must be located outside the United
States. Thus, the exception provided by
this section would not apply to the
transfer of the assets of a domestic
business to a foreign corporation if the
domestic business continued to operate
in the United States after the transfer.
In such a case, the primary operational
activities of the business would con-
tinue to be conducted in the United
States. Moreover, the transferred as-
sets would be located in the United
States. However, it is not necessary
that every item of property transferred
be used outside of the United States.
As long as the primary managerial and
operational activities of the trade or
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business are conducted outside of the
United States and substantially all of
the transferred assets are located out-
side the United States, incidental
items of transferred property located
in the United States may be considered
to have been transferred for use in the
active conduct of a trade or business
outside of the United States.

(5) Use in the trade or business. Wheth-
er property is used or held for use in a
trade or business must be determined
under all the facts and circumstances.
In general, property is used or held for
use in a foreign corporation’s trade or
business if it is—

(i) Held for the principal purpose of
promoting the present conduct of the
trade or business;

(ii) Acquired and held in the ordinary
course of the trade or business; or

(iii) Otherwise held in a direct rela-
tionship to the trade or business. Prop-
erty is considered held in a direct rela-
tionship to a trade or business if it is
held to meet the present needs of that
trade or business and not its antici-
pated future needs.

Thus, property will not be considered
to be held in a direct relationship to a
trade or business if it is held for the
purpose of providing for future diver-
sification into a new trade or business,
future expansion of trade or business
activities, future plant replacement, or
future business contingencies.

(c) Property transferred by transferee
corporation—(1) General rule. If a foreign
corporation receives property in an ex-
change described in section 367(a)(1)
and as part of the same transaction
transfers the property to another per-
son, then the exception provided by
this section shall not apply to the ini-
tial transfer. For purposes of the pre-
ceding sentence, a subsequent transfer
within six months of the initial trans-
fer shall be considered to be part of the
same transaction, and a subsequent
transfer more than six months after
the initial transfer may be considered
to be part of the same transaction upon
the application of step-transaction
principles.

(2) Ezxception. Notwithstanding para-
graph (c)(1) of this section, the active
conduct exception provided by this sec-
tion shall apply to the initial transfer
if—
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(i) The initial transfer is followed by
one or more subsequent transfers de-
scribed in section 351 or 721; and

(ii) Each subsequent transferee is ei-
ther a partnership in which the pre-
ceding transferor is a general partner
or a corporation in which the preceding
transferor owns common stock; and

(iii) The ultimate transferee uses the
property in the active conduct of a
trade or business outside the United
States.

(d) Transitional rule. Notwithstanding
any other provision of this section,
property shall be considered to have
been transferred for use in the active
conduct of a trade or business outside
of the United States, if—

(1) The property was transferred after
December 31, 1984, and before June 16,
1986;

(2) The property was, or would have
been, considered to be transferred for
use by the transferee foreign corpora-
tion in the active conduct, in any for-
eign country, or a trade or business,
under the principles of section 3.02(1) of
Revenue Procedure 68-23, 1968-1 C.B.
821; and

(3) Based on all of the facts and cir-
cumstances, it was, or would have
been, determined under section 2.02 of
Revenue Procedure 68-23 that tax
avoidance was not one of the principal
purposes of the transaction.

(e) [Reserved] For further guidance
see §1.367(a)-2(e).

[T.D. 8087, 51 FR 17942, May 16, 1986, as
amended by T.D. 9406, 73 FR 38115, July 3,
2008; T.D. 9525, 76 FR 26179, May 6, 2011; T.D.
9760, 81 FR 15169, Mar. 22, 2016]

§1.367(a)-3 Treatment of transfers of
stock or securities to foreign cor-
porations.

(a) In general—(1) Overview. This sec-
tion provides rules concerning the
transfer of stock or securities by a U.S.
person to a foreign corporation in an
exchange described in section 367(a)(1).
In general, a transfer of stock or secu-
rities (including an indirect stock
transfer described in paragraph (d) of
this section) by a U.S. person to a for-
eign corporation that is described in
section 351, 354 (including a section 354
exchange pursuant to a reorganization
described in section 368(a)(1)(B)), 356, or
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section 361(a) or (b) is subject to sec-
tion 367(a)(1). Therefore, gain is recog-
nized on such a transfer unless one of
the exceptions set forth in paragraph
(a)(2) of this section (regarding general
exceptions for certain exchanges of
stock or securities), paragraph (b) of
this section (regarding transfers of for-
eign stock or securities), paragraph (c)
of this section (regarding transfers of
domestic stock or securities), or para-
graph (e) of this section (regarding
transfers of stock or securities in a sec-
tion 361 exchange) applies to the trans-
fer. For rules applicable when, pursu-
ant to section 304(a)(1), a U.S. person is
treated as transferring stock of a do-
mestic or foreign corporation to a for-
eign corporation in exchange for stock
of such foreign corporation in a trans-
action to which section 351(a) applies,
see §1.367(a)-9T.

(2) Ezxceptions for certain exchanges of
stock or securities. Unless otherwise pro-
vided, the following exchanges are not
subject to section 367(a)(1) and there-
fore gain is not recognized under sec-
tion 367(a)(1).

(i) Section 368(a)(1)(E) reorganizations.
In an exchange under section 354 or 356,
a U.S. person exchanges stock or secu-
rities of a foreign corporation in a reor-
ganization described in section
368(a)(1)(E).

(ii) Certain section 368(a)(1) asset reor-
ganizations. In an exchange under sec-
tion 354 or 356, a U.S. person exchanges
stock or securities of a domestic or for-
eign corporation pursuant to an asset
reorganization that is not treated as an
indirect stock transfer under para-
graph (d) of this section. See paragraph
(A)(B) Example 16 of this section. For
purposes of this section, an asset reorga-
nization is defined as a reorganization
described in section 368(a)(1) involving
a transfer of property under section
361.

(iii) Certain reorganications described
in sections 368(a)(1)(4) and (a)(2)(E). If,
in an exchange described in section 361,
a domestic merging corporation trans-
fers stock of a controlling corporation
to a foreign surviving corporation in a
reorganization described in section
368(a)(1)(A) and (a)(2)(E), the stock of
the controlling corporation transferred
in such section 361 exchange is not sub-
ject to section 367(a)(1) if the stock of
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the controlling corporation is provided
to the merging corporation by the con-
trolling corporation pursuant to the
plan of reorganization. However, a sec-
tion 361 exchange of other property, in-
cluding stock of the controlling cor-
poration not provided by the control-
ling corporation pursuant to the plan
of reorganization, by the domestic
merging corporation to the foreign sur-
viving corporation pursuant to such a
reorganization is described in section
367(a)(1) and therefore subject to sec-
tion 367(a)(1) unless an exception to
section 367(a)(1) applies.

(iv) Certain triangular reorganizations
described in §1.367(b)-10. If, in an ex-
change under section 354 or 356, one or
more U.S. persons exchange stock or
securities of T (as defined in §1.358-
6(b)(1)(iii)) in connection with a trans-
action described in §1.367(b)-10 (apply-
ing to certain acquisitions of parent
stock or securities for property in tri-
angular reorganizations), section
367(a)(1) shall not apply to such U.S.
persons with respect to the exchange of
the stock or securities of T if the con-
dition specified in this paragraph (iv) is
satisfied. The condition specified in
this paragraph (iv) is that the amount
of gain in the T stock or securities that
would otherwise be recognized under
section 367(a)(1) (without regard to any
exceptions thereto) pursuant to the in-
direct stock transfer rules of paragraph
(d) of this section is less than the sum
of the amount of the deemed distribu-
tion under §1.367(b)-10 treated as a div-
idend under section 301(c)(1) and the
amount of such deemed distribution
treated as gain from the sale or ex-
change of property under section
301(c)(3). See §1.367(b)-10(a)(2)(iii) (pro-
viding a similar rule that excludes cer-
tain transactions from the application
of §1.367(b)-10).

(3) Cross-references. For rules regard-
ing other indirect or constructive
transfers of stock or securities subject
to section 367(a)(1) (unless an exception
applies) see §1.367(a)-1T(c). For addi-
tional rules regarding a transfer of
stock or securities in an exchange de-
scribed in section 361(a) or (b), see
§1.367(a)-7. For special basis and hold-
ing period rules involving foreign cor-
porations that are parties to certain
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triangular reorganizations under sec-
tion 368(a)(1), see §1.367(b)-13. For addi-
tional rules relating to certain non-
recognition exchanges involving a for-
eign corporation, see section 367(b) and
the regulations under that section. For
rules regarding reporting requirements
with respect to transfers described
under section 367(a), see section 6038B
and the regulations thereunder. For
rules related to expatriated entities,
see section 7874 and the regulations
thereunder.

(b) Transfers of stock or securities of
foreign corporations —(1) General rule.
Except as provided in paragraph (e) of
this section, a transfer of stock or se-
curities of a foreign corporation by a
U.S. person to a foreign corporation
that would otherwise be subject to sec-
tion 367(a)(1) under paragraph (a) of
this section will not be subject to sec-
tion 367(a)(1) if either—

(1) Less than 5-percent shareholder. The
U.S. person owns less than five percent
(applying the attribution rules of sec-
tion 318, as modified by section 958(b))
of both the total voting power and the
total value of the stock of the trans-
feree foreign corporation immediately
after the transfer; or

(i1) b-percent shareholder. The U.S.
person enters into a five-year gain rec-
ognition agreement with respect to the
transferred stock or securities as pro-
vided in §1.367(a)-8.

(2) Certain transfers subject to sections
367(a) and (b)—@{) In general. A transfer
of stock or securities described in sec-
tion 367(a) or the regulations there-
under as well as in section 367(b) or the
regulations thereunder shall be subject
concurrently to sections 367(a) and (b)
and the respective regulations there-
under, except as provided in paragraph
(b)(2)(1)(A) through (C) of this section.
See paragraph (d)(3) Examples 11 and 14
of this section.

(A) Section 367(b) and the regulations
thereunder shall not apply if a foreign
corporation is not treated as a corpora-
tion under section 367(a)(1). See the ex-
ample in paragraph (b)(2)(ii) of this sec-
tion and paragraph (d)(3) Example 14 of
this section.

(B) If a foreign corporation transfers
assets to a domestic corporation in a
transaction to which §1.367(b)-3(a) and
(b) and the indirect stock transfer rules

26 CFR Ch. | (4-1-16 Edition)

of paragraph (d) of this section apply,
and all the earnings and profits
amount attributable to the stock of an
exchanging shareholder under
§1.367(b)-3(b) is greater than the
amount of gain in such stock subject to
section 367(a) pursuant to the indirect
stock transfer rules of paragraph (d) of
this section, then the rules of section
367(b), and not the rules of section
367(a), shall apply to the exchange. See
paragraph (d)(3) Example 15 of this sec-
tion.

(C) [Reserved] For further guidance,
see §1.367(a)-3T(b)(2)(1)(C).

(ii) Example. The following example
illustrates the provisions of this para-
graph (b)(2):

Example. (i) Facts. DC, a domestic corpora-
tion, owns all of the stock of FC1, a con-
trolled foreign corporation within the mean-
ing of section 957(a). DC’s basis in the stock
of FC1 is $50, and the value of such stock is
$100. The section 1248 amount with respect to
such stock is $30. FC2, also a foreign corpora-
tion, is owned entirely by foreign individuals
who are not related to DC or FC1. In a reor-
ganization described in section 368(a)(1)(B),
FC2 acquires all of the stock of FC1 from DC
in exchange for 20 percent of the voting
stock of FC2. FC2 is not a controlled foreign
corporation after the reorganization.

(ii) Result without gain recognition agree-
ment. Under the provisions of this paragraph
(b), if DC fails to enter into a gain recogni-
tion agreement, DC is required to recognize
in the year of the transfer the $50 of gain
that it realized upon the transfer, $30 of
which will be treated as a dividend under
section 1248.

(iii) Result with gain recognition agreement.
If DC enters into a gain recognition agree-
ment under §1.367(a)-8 with respect to the
transfer of FC1 stock, the exchange will also
be subject to the provisions of section 367(b)
and the regulations thereunder to the extent
that it is not subject to tax under section
367(a)(1). In such case, DC will be required to
recognize the section 1248 amount of $30 on
the exchange of FCl1 for FC2 stock. See
§1.367(b)-4(b). The deemed dividend of $30
recognized by DC will increase its basis in
the FC1 stock exchanged in the transaction
and, therefore, the basis of the FC2 stock re-
ceived in the transaction. The remaining
gain of $20 realized by DC (otherwise rec-
ognizable under section 367(a)) in the ex-
change of FC1 stock will not be recognized if
DC enters into a gain recognition agreement
with respect to the transfer. (The result
would be unchanged if, for example, the ex-
change of FC1 stock for FC2 stock qualified
as a section 351 exchange, or as an exchange
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described in both sections 351 and
368(a)(1)(B).)

(c) Transfers of stock or securities of do-
mestic corporations—(1) General rule. Ex-
cept as provided in paragraph (e) of
this section, a transfer of stock or se-
curities of a domestic corporation by a
U.S. person to a foreign corporation
that would otherwise be subject to sec-
tion 367(a)(1) under paragraph (a) of
this section will not be subject to sec-
tion 367(a)(1) if the domestic corpora-
tion the stock or securities of which
are transferred (referred to as the U.S.
target company) complies with the re-
porting requirements in paragraph
(c)(6) of this section and if each of the
following four conditions is met:

(i) Fifty percent or less of both the
total voting power and the total value
of the stock of the transferee foreign
corporation is received in the trans-
action, in the aggregate, by U.S. trans-
ferors (i.e., the amount of stock re-
ceived does not exceed the 50-percent
ownership threshold).

(ii) Fifty percent or less of each of
the total voting power and the total
value of the stock of the transferee for-
eign corporation is owned, in the ag-
gregate, immediately after the transfer
by U.S. persons that are either officers
or directors of the U.S. target company
or that are five-percent target share-
holders (as defined in paragraph
(c)(5)(iii) of this section) (i.e., there is
no control group). For purposes of this
paragraph (c)(1)(ii), any stock of the
transferee foreign corporation owned
by U.S. persons immediately after the
transfer will be taken into account,
whether or not it was received in the
exchange for stock or securities of the
U.S. target company.

(iii) Either—

(A) The U.S. person is not a five-per-
cent transferee shareholder (as defined
in paragraph (c)(5)(ii) of this section);
or

(B) The U.S. person is a five-percent
transferee shareholder and enters into
a five-year agreement to recognize gain
with respect to the U.S. target com-
pany stock or securities it exchanged
in the form provided in §1.367(a)-8; and

(iv) The active trade or business test
(as defined in paragraph (c)(3) of this
section) is satisfied.
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(2) Ownership presumption. For pur-
poses of paragraph (c)(1) of this section,
persons who transfer stock or securi-
ties of the U.S. target company in ex-
change for stock of the transferee for-
eign corporation are presumed to be
U.S. persons. This presumption may be
rebutted in accordance with paragraph
(c)(7) of this section.

(38) Active trade or business test—(i) In
general. The tests of this paragraph
(c)(3), collectively referred to as the ac-
tive trade or business test, are satisfied
if:

(A) The transferee foreign corpora-
tion or any qualified subsidiary (as de-
fined in paragraph (c)(5)(vii) of this sec-
tion) or any qualified partnership (as
defined in paragraph (c)(5)(viii) of this
section) is engaged in an active trade
or business outside the United States,
within the meaning of §1.367(a)-2T(b)(2)
and (3), for the entire 36-month period
immediately before the transfer;

(B) At the time of the transfer, nei-
ther the transferors nor the transferee
foreign corporation (and, if applicable,
the qualified subsidiary or qualified
partnership engaged in the active trade
or business) have an intention to sub-
stantially dispose of or discontinue
such trade or business; and

(C) The substantiality test (as de-
fined in paragraph (c¢)(3)(iii) of this sec-
tion) is satisfied.

(ii) Special rules. For purposes of
paragraphs (¢)(3)(i)(A) and (B) of this
section, the following special rules
apply:

(A) The transferee foreign corpora-
tion, a qualified subsidiary, or a quali-
fied partnership will be considered to
be engaged in an active trade or busi-
ness for the entire 36-month period pre-
ceding the exchange if it acquires at
the time of, or any time prior to, the
exchange a trade or business that has
been active throughout the entire 36-
month period preceding the exchange.
This special rule shall not apply, how-
ever, if the acquired active trade or
business assets were owned by the U.S.
target company or any affiliate (within
the meaning of section 1504(a) but ex-
cluding the exceptions contained in
section 1504(b) and substituting ‘50
percent’’ for ‘80 percent’”’ where it ap-
pears therein) at any time during the
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36-month period prior to the acquisi-
tion. Nor will this special rule apply if
the principal purpose of such acquisi-
tion is to satisfy the active trade or
business test.

(B) An active trade or business does
not include the making or managing of
investments for the account of the
transferee foreign corporation or any
affiliate (within the meaning of section
1504(a) but excluding the exceptions
contained in section 1504(b) and sub-
stituting ‘560 percent’’ for ‘80 percent”
where it appears therein). (This para-
graph (¢)(3)(ii)(B) shall not create any
inference as to the scope of §1.367(a)-
2T(b)(2) and (3) for other purposes.)

(ii1) Substantiality test—(A) General
rule. A transferee foreign corporation
will be deemed to satisfy the substan-
tiality test if, at the time of the trans-
fer, the fair market value of the trans-
feree foreign corporation is at least
equal to the fair market value of the
U.S. target company.

(B) Special rules. (I) For purposes of
paragraph (c)(3)(iii)(A) of this section,
the value of the transferee foreign cor-
poration shall include assets acquired
outside the ordinary course of business
by the transferee foreign corporation
within the 36-month period preceding
the exchange only if either—

(i) Both—

(A) At the time of the exchange, such
assets or, as applicable, the proceeds
thereof, do not produce, and are not
held for the production of, passive in-
come as defined in section 1297(b); and

(B) Such assets are not acquired for
the principal purpose of satisfying the
substantiality test; or

(i) Such assets consist of the stock of
a qualified subsidiary or an interest in
a qualified partnership. See paragraph
(c)(3)(iii)(B)(2) of this section.

(2) For purposes of paragraph
(c)(3)(iii)(A) of this section, the value
of the transferee foreign corporation
shall not include the value of the stock
of any qualified subsidiary or the value
of any interest in a qualified partner-
ship, held directly or indirectly, to the
extent that such value is attributable
to assets acquired by such qualified
subsidiary or partnership outside the
ordinary course of business and within
the 36-month period preceding the ex-
change unless those assets satisfy the
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requirements in
(c)(3)(iii)(B)(1) of this section.

(3) For purposes of paragraph
(c)(3)(iii)(A) of this section, the value
of the transferee foreign corporation
shall not include the value of assets re-
ceived within the 36-month period prior
to the acquisition, notwithstanding the
special rule in paragraph (c)(3)(iii)(B)(1)
of this section, if such assets were
owned by the U.S. target company or
an affiliate (within the meaning of sec-
tion 1504(a) but without the exceptions
under section 1504(b) and substituting
50 percent’ for ‘80 percent’ where it
appears therein) at any time during the
36-month period prior to the trans-
action.

(4) Special rules—(i) Treatment of part-
nerships. For purposes of this para-
graph (c), if a partnership (whether do-
mestic or foreign) owns stock or securi-
ties in the U.S. target company or the
transferee foreign corporation, or
transfers stock or securities in an ex-
change described in section 367(a), each
partner in the partnership, and not the
partnership itself, is treated as owning
and as having transferred, or as own-
ing, a proportionate share of the stock
or securities. See §1.367(a)-1T(c)(3).

(i1) Treatment of options. For purposes
of this paragraph (c), one or more op-
tions (or an interest similar to an op-
tion) will be treated as exercised and
thus will be counted as stock for pur-
poses of determining whether the 50-
percent threshold is exceeded or wheth-
er a control group exists if a principal
purpose of the issuance or the acquisi-
tion of the option (or other interest)
was the avoidance of the general rule
contained in section 367(a)(1).

(iii) U.S. target has a vestigial owner-
ship interest in transferee foreign corpora-
tion. In cases where, immediately after
the transfer, the U.S. target company
owns, directly or indirectly (applying
the attribution rules of sections
267(c)(1) and (b)), stock of the trans-
feree foreign corporation, that stock
will not in any way be taken into ac-
count (and, thus, will not be treated as
outstanding) in determining whether
the 50-percent threshold under para-
graph (c)(1)(i) of this section is exceed-
ed or whether a control group under
paragraph (c)(1)(ii) of this section ex-
ists.

paragraph
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(iv) Attribution rule. Except as other-
wise provided in this section, the rules
of section 318, as modified by the rules
of section 958(b) shall apply for pur-
poses of determining the ownership or
receipt of stock, securities or other
property under this paragraph (c).

(6) Definitions—(i) Ownership state-
ment. An ownership statement is a
statement, signed under penalties of
perjury, stating—

(A) The identity and taxpayer identi-
fication number, if any, of the person
making the statement;

(B) That the person making the
statement is not a U.S. person (as de-
fined in paragraph (c¢)(5)(iv) of this sec-
tion);

(C) That the person making the
statement either—

(I) Owns less than 1 percent of the
total voting power and total value of a
U.S. target company the stock of
which is described in Rule 13d-1(d) of
Regulation 13D (17 CFR 240.13d-1(d)) (or
any rule or regulation to generally the
same effect) promulgated by the Secu-
rities and Exchange Commission under
the Securities and Exchange Act of 1934
(15 U.S.C. 78m), and such person did not
acquire the stock with a principal pur-
pose to enable the U.S. transferors to
satisfy the requirement contained in
paragraph (c)(1)(i) of this section; or

(2) Is not related to any U.S. person
to whom the stock or securities owned
by the person making the statement
are attributable under the rules of sec-
tion 958(b), and did not acquire the
stock with a principal purpose to en-
able the U.S. transferors to satisfy the
requirement contained in paragraph
(c)(1)(i) of this section;

(D) The citizenship, permanent resi-
dence, home address, and U.S. address,
if any, of the person making the state-
ment; and

(E) The ownership such person has
(by voting power and by value) in the
U.S. target company prior to the ex-
change and the amount of stock of the
transferee foreign corporation (by vot-
ing power and value) received by such
person in the exchange.

(ii) Five-percent transferee shareholder.
A five-percent transferee shareholder is
a person that owns at least five percent
of either the total voting power or the
total value of the stock of the trans-
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feree foreign corporation immediately
after the transfer described in section
367(a)(1). For special rules involving
cases in which stock is held by a part-
nership, see paragraph (c)(4)(i) of this
section.

(iii) Five-percent target shareholder
and certain other 5-percent sharecholders.
A five-percent target shareholder is a
person that owns at least five percent
of either the total voting power or the
total value of the stock of the U.S. tar-
get company immediately prior to the
transfer described in section 367(a)(1).
If the stock of the U.S. target company
(or any company through which stock
of the U.S. target company is owned in-
directly or constructively) is described
in Rule 13d-1(d) of Regulation 13D (17
CFR 240.13d-1(d)) (or any rule or regu-
lation to generally the same effect),
promulgated by the Securities and Ex-
change Commission under the Securi-
ties Exchange Act of 1934 (15 U.S.C.
78m), then, in the absence of actual
knowledge to the contrary, the exist-
ence or absence of filings of Schedule
13-D or 13-G (or any similar schedules)
may be relied upon for purposes of
identifying five-percent target share-
holders (or a five-percent shareholder
of a corporation which itself is a five-
percent shareholder of the U.S. target
company). For special rules involving
cases in which U.S. target company
stock is held by a partnership, see
paragraph (c)(4)(i) of this section.

(iv) U.S. Person. For purposes of this
section, a U.S. person is defined by ref-
erence to §1.367(a)-1T(d)(1). For appli-
cation of the rules of this section to
stock or securities owned or trans-
ferred by a partnership that is a U.S.
person, however, see paragraph (c)(4)(i)
of this section.

(v) U.S. Transferor. A U.S. transferor
is a U.S. person (as defined in para-
graph (c)(5)(iv) of this section) that
transfers stock or securities of one or
more U.S. target companies in ex-
change for stock of the transferee for-
eign corporation in an exchange de-
scribed in section 367.

(vi) Transferee foreign corporation. Ex-
cept as provided in paragraph
(d)(2)(1)(B) of this section, a transferee
foreign corporation is the foreign cor-
poration whose stock is received in the
exchange by U.S. persons.
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(vii) Qualified Subsidiary. A qualified
subsidiary is a foreign corporation
whose stock is at least 80-percent
owned (by total voting power and total
value), directly or indirectly, by the
transferee foreign corporation. How-
ever, a corporation will not be treated
as a qualified subsidiary if it was affili-
ated with the U.S. target company
(within the meaning of section 1504(a)
but without the exceptions under sec-
tion 1504(b) and substituting ‘50 per-
cent” for ‘80 percent’ where it appears
therein) at any time during the 36-
month period prior to the transfer. Nor
will a corporation be treated as a quali-
fied subsidiary if it was acquired by the
transferee foreign corporation at any
time during the 36-month period prior
to the transfer for the principal pur-
pose of satisfying the active trade or
business test, including the substan-
tiality test.

(viil) Qualified partnership. (A) Except
as provided in paragraph (c)(5)(viii)(B)
or (C) of this section, a qualified part-
nership is a partnership in which the
transferee foreign corporation—

(I) Has active and substantial man-
agement functions as a partner with
regard to the partnership business; or

(2) Has an interest representing a 25
percent or greater interest in the part-
nership’s capital and profits.

(B) A partnership is not a qualified
partnership if the U.S. target company
or any affiliate of the U.S. target com-
pany (within the meaning of section
1504(a) but without the exceptions
under section 1504(b) and substituting
50 percent’ for ‘80 percent’ where it
appears therein) held a 5 percent or
greater interest in the partnership’s
capital and profits at any time during
the 36-month period prior to the trans-
fer.

(C) A partnership is not a qualified
partnership if the transferee foreign
corporation’s interest was acquired by
that corporation at any time during
the 36-month period prior to the trans-
fer for the principal purpose of satis-
fying the active trade or business test,
including the substantiality test.

(6) Reporting requirements of U.S. tar-
get company. (i) In order for a U.S. per-
son that transfers stock or securities of
a domestic corporation to qualify for
the exception provided by this para-

26 CFR Ch. | (4-1-16 Edition)

graph (c) to the general rule under sec-
tion 367(a)(1), in cases where 10 percent
or more of the total voting power or
the total value of the stock of the U.S.
target company is transferred by U.S.
persons in the transaction, the U.S.
target company must comply with the
reporting requirements contained in
this paragraph (c)(6). The U.S. target
company must attach to its timely
filed U.S. income tax return for the
taxable year in which the transfer oc-
curs a statement titled ‘‘Section
367(a)—Reporting of Cross-Border
Transfer Under Reg. §1.367(a)-3(c)(6),”
signed under penalties of perjury by an
officer of the corporation to the best of
the officer’s knowledge and belief, dis-
closing the following information—

(A) A description of the transaction
in which a U.S. person or persons
transferred stock or securities in the
U.S. target company to the transferee
foreign corporation in a transfer other-
wise subject to section 367(a)(1);

(B) The amount (specified as to the
percentage of the total voting power
and the total value) of stock of the
transferee foreign corporation received
in the transaction, in the aggregate, by
persons who transferred stock or secu-
rities of the U.S. target company. For
additional information that may be re-
quired to rebut the ownership presump-
tion of paragraph (c)(2) of this section
in cases where more than 50 percent of
either the total voting power or the
total value of the stock of the trans-
feree foreign corporation is received in
the transaction, in the aggregate, by
persons who transferred stock or secu-
rities of the U.S. target company, see
paragraph (c)(7) of this section;

(C) The amount (if any) of transferee
foreign corporation stock owned di-
rectly or indirectly (applying the attri-
bution rules of sections 267(c)(1) and
(5)) immediately after the exchange by
the U.S. target company;

(D) A statement that there is no con-
trol group within the meaning of para-
graph (c)(1)(ii) of this section;

(BE) A list of U.S. persons who are of-
ficers, directors or five-percent target
shareholders and the percentage of the
total voting power and the total value
of the stock of the transferee foreign
corporation owned by such persons
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both immediately before and imme-
diately after the transaction; and

(F) A statement that includes the fol-
lowing—

(I) A statement that the active trade
or business test described in paragraph
(c)(3) of this section is satisfied by the
transferee foreign corporation and a
description of such business;

(2) A statement that on the day of
the transaction, there was no intent on
the part of the transferee foreign cor-
poration (or its qualified subsidiary, if
relevant) or the transferors of the
transferee foreign corporation (or
qualified subsidiary, if relevant) to
substantially discontinue its active
trade or business; and

(3) A statement that the substan-
tiality test described in paragraph
(c)(3)(iii) of this section is satisfied,
and documentation that such test is
satisfied, including the value of the
transferee foreign corporation and the
value of the U.S. target company on
the day of the transfer, and either one
of the following—

(i) A statement demonstrating that
the value of the transferee foreign cor-
poration 36 months prior to the acqui-
sition, plus the value of any assets de-
scribed in paragraph (c)(3)(iii)(B) of
this section (including stock) acquired
by the transferee foreign corporation
within the 36-month period, less the
amount of any liabilities acquired dur-
ing that period, equals or exceeds the
value of the U.S. target company on
the acquisition date; or

(i1) A statement demonstrating that
the value of the transferee foreign cor-
poration on the date of the acquisition,
reduced by the value of any assets not
described in paragraph (c)(3)(iii)(B) of
this section (including stock) acquired
by the transferee foreign corporation
within the 36-month period, equals or
exceeds the value of the U.S. target
company on the date of the acquisi-
tion.

(ii) Except as provided in paragraph
(f) of this section, for purposes of this
paragraph (c)(6), a U.S. income tax re-
turn will be considered timely filed if
it is filed on or before the last date pre-
scribed for filing (taking into account
any extensions of time therefor) for the
taxable year in which the transfer oc-
curs.
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(T) Ownership statements. To rebut the
ownership presumption of paragraph
(c)(2) of this section, the U.S. target
company must obtain ownership state-
ments (described in paragraph (c)(5)(i)
of this section) from a sufficient num-
ber of persons that transfer U.S. target
company stock or securities in the
transaction that are not U.S. persons
to demonstrate that the 50-percent
threshold of paragraph (c)(1)(i) of this
section is not exceeded. In addition,
the U.S. target company must attach
to its timely filed U.S. income tax re-
turn (as described in paragraph
(c)(6)(ii) of this section) for the taxable
yvear in which the transfer occurs a
statement, titled ‘‘Section 367(a)—
Compilation of Ownership Statements
Under Reg. §1.367(a)-3(c),” signed under
penalties of perjury by an officer of the
corporation, disclosing the following
information:

(i) The amount (specified as to the
percentage of the total voting power
and the total value) of stock of the
transferee foreign corporation re-
ceived, in the aggregate, by U.S. trans-
ferors;

(ii) The amount (specified as to the
percentage of total voting power and
total value) of stock of the transferee
foreign corporation received, in the ag-
gregate, by foreign persons that filed
ownership statements;

(iii) A summary of the information
tabulated from the ownership state-
ments, including—

(A) The names of the persons that
filed ownership statements stating
that they are not U.S. persons;

(B) The countries of residence and
citizenship of such persons; and

(C) Each of such person’s ownership
(by voting power and by value) in the
U.S. target company prior to the ex-
change and the amount of stock of the
transferee foreign corporation (by vot-
ing power and value) received by such
persons in the exchange.

(8) Certain transfers in connection with
performance of services. Section 367(a)(1)
shall not apply to a domestic corpora-
tion’s transfer of its own stock or secu-
rities in connection with the perform-
ance of services, if the transfer is con-
sidered to be to a foreign corporation
solely by reason of §1.83-6(d)(1). The
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transfer may still, however, be report-
able under section 6038B. See §1.6038B—
1(b)(2)(1)(A)(4) and (b)(2)(1)(B)(4).

(9) Private letter ruling option. The In-
ternal Revenue Service may, in limited
circumstances, issue a private letter
ruling to permit the taxpayer to qual-
ify for an exception to the general rule
under section 367(a)(1) if—

(i) A taxpayer is unable to satisfy all
of the requirements of paragraph (c)(3)
of this section relating to the active
trade or business test of paragraph
(¢)(1)(iv) of this section, but such tax-
payer meets all of the other require-
ments contained in paragraphs (c¢)(1)(i)
through (c)(1)(iii) of this section, and
such taxpayer is substantially in com-
pliance with the rules set forth in para-
graph (¢)(3) of this section; or

(ii) A taxpayer is unable to satisfy
any requirement of paragraph (c)(1) of
this section due to the application of
paragraph (c)(4)(iv) of this section.
Notwithstanding the preceding sen-
tence, in no event will the Internal
Revenue Service rule on the issue of
whether the principal purpose of an ac-
quisition was to satisfy the active
trade or business test, including the
substantiality test.

(10) Examples. This paragraph (c) may
be illustrated by the following exam-
ples:

Example 1. Ownership presumption. (i) FC, a
foreign corporation, issues 51 percent of its
stock to the shareholders of S, a domestic
corporation, in exchange for their S stock, in
a transaction described in section 367(a)(1).

(ii) Under paragraph (c)(2) of this section,
all shareholders of S who receive stock of FC
in the exchange are presumed to be U.S. per-
sons. Unless this ownership presumption is
rebutted, the condition set forth in para-
graph (c¢)(1)(i) of this section will not be sat-
isfied, and the exception in paragraph (c)(1)
of this section will not be available. As a re-
sult, all U.S. persons that transferred S
stock will recognize gain on the exchange.
To rebut the ownership presumption, S must
comply with the reporting requirements con-
tained in paragraph (c)(6) of this section, ob-
taining ownership statements (described in
paragraph (¢)(5)(i) of this section) from a suf-
ficient number of non-U.S. persons who re-
ceived FC stock in the exchange to dem-
onstrate that the amount of FC stock re-
ceived by U.S. persons in the exchange does
not exceed 50 percent.

Example 2. Filing of Gain Recognition Agree-
ment. (i) The facts are the same as in Example
1, except that FC issues only 40 percent of its
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stock to the shareholders of S in the ex-
change. FC satisfies the active trade or busi-
ness test of paragraph (c)(1)(iv) of this sec-
tion. A, a U.S. person, owns 10 percent of S’s
stock immediately before the transfer. All
other shareholders of S own less than five
percent of its stock. None of S’s officers or
directors owns any stock in FC immediately
after the transfer. A will own 15 percent of
the stock of FC immediately after the trans-
fer, 4 percent received in the exchange, and
the balance being stock in FC that A owned
prior to and independent of the transaction.
No S shareholder besides A owns five percent
or more of FC immediately after the trans-
fer. The reporting requirements under para-
graph (¢)(6) of this section are satisfied.

(ii) The condition set forth in paragraph
(c)(1)(d) of this section is satisfied because,
even after application of the presumption in
paragraph (c)(2) of this section, U.S. trans-
ferors could not receive more than 50 percent
of FC’s stock in the transaction. There is no
control group because five-percent target
shareholders and officers and directors of S
do not, in the aggregate, own more than 50
percent of the stock of FC immediately after
the transfer (A, the sole five-percent target
shareholder, owns 15 percent of the stock of
FC immediately after the transfer, and no of-
ficers or directors of S own any stock of FC
immediately after the transfer). Therefore,
the condition set forth in paragraph (c)(1)(ii)
of this section is satisfied. The facts assume
that the condition set forth in paragraph
(c)(1)(dv) of this section is satisfied. Thus,
U.S. persons that are not five-percent trans-
feree shareholders will not recognize gain on
the exchange of S shares for FC shares. A, a
five-percent transferee shareholder, will not
be required to include in income any gain re-
alized on the exchange in the year of the
transfer if he files a 5-year gain recognition
agreement (GRA) and complies with section
6038B.

Example 3. Control Group. (i) The facts are
the same as in Example 2, except that B, an-
other U.S. person, is a 5-percent target
shareholder, owning 25 percent of S’s stock
immediately before the transfer. B owns 40
percent of the stock of FC immediately after
the transfer, 10 percent received in the ex-
change, and the balance being stock in FC
that B owned prior to and independent of the
transaction.

(ii) A control group exists because A and B,
each a five-percent target shareholder within
the meaning of paragraph (c)(5)(iii) of this
section, together own more than 50 percent
of FC immediately after the transfer (count-
ing both stock received in the exchange and
stock owned prior to and independent of the
exchange). As a result, the condition set
forth in paragraph (c)(1)(ii) of this section is
not satisfied, and all U.S. persons (not mere-
ly A and B) who transferred S stock will rec-
ognize gain on the exchange.
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Example 4. Partnerships. (i) The facts are
the same as in Erxample 3, except that B is a
partnership (domestic or foreign) that has
five equal partners, only two of whom, X and
Y, are U.S. persons. Under paragraph (c)(4)(i)
of this section, X and Y are treated as the
owners and transferors of 5 percent each of
the S stock owned and transferred by B and
as owners of 8 percent each of the FC stock
owned by B immediately after the transfer.
U.S. persons that are five-percent target
shareholders thus own a total of 31 percent of
the stock of FC immediately after the trans-
fer (A’s 15 percent, plus X’s 8 percent, plus
Y’s 8 percent).

(ii) Because no control group exists, the
condition in paragraph (c)(1)(ii) of this sec-
tion is satisfied. The conditions in para-
graphs (¢)(1)(i) and (iv) of this section also
are satisfied. Thus, U.S. persons that are not
five-percent transferee shareholders will not
recognize gain on the exchange of S shares
for FC shares. A, X, and Y, each a five-per-
cent transferee shareholder, will not be re-
quired to include in income in the year of
the transfer any gain realized on the ex-
change if they file 5-year GRAs and comply
with section 6038B.

(11) Effective date. This paragraph (c)
applies to transfers occurring after
January 29, 1997. However, taxpayers
may elect to apply this section in its
entirety to all transfers occurring after
April 17, 1994, provided that the statute
of limitations of the affected tax year
or years is open.

(d) Indirect stock transfers in certain
nonrecognition transfers—(1) In general.
For purposes of this section, a U.S. per-
son who exchanges, under section 354
(or section 356) stock or securities in a
domestic or foreign corporation for
stock or securities in a foreign corpora-
tion (or in a domestic corporation in
control of a foreign acquiring corpora-
tion in a triangular section 368(a)(1)(B)
reorganization) in connection with a
transaction described in paragraphs
(d)(1)(A) through (v) of this section (or
who is deemed to make such an ex-
change under paragraph (d)(1)(vi) of
this section) shall, except as provided
in paragraph (d)(2)(vii) of this section,
be treated as having made an indirect
transfer of such stock or securities to a
foreign corporation that is subject to
the rules of this section, including, for
example, the requirement, where appli-
cable, that the U.S. transferor enter
into a gain recognition agreement to
preserve nonrecognition treatment
under section 367(a). If the U.S. person
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exchanges stock or securities of a for-
eign corporation, see also section 367(b)
and the regulations thereunder. For ex-
amples of the concurrent application of
the indirect stock transfer rules under
section 367(a) and the rules of section
367(b), see paragraph (d)(3) Examples 14
and 15 of this section. For purposes of
this paragraph (d), if a corporation ac-
quiring assets in an asset reorganiza-
tion transfers all or a portion of such
assets to a corporation controlled
(within the meaning of section 368(c))
by the acquiring corporation as part of
the same transaction, the subsequent
transfer of assets to the controlled cor-
poration will be referred to as a con-

trolled asset transfer. See section
368(a)(2)(C).
(1) Mergers described in  sections

368(a)(1)(A) and (a)(2)(D) and reorganiza-
tions described in sections 368(a)(1)(G)
and (a)(2)(D). A U.S. person exchanges
stock or securities of a corporation
(the acquired corporation) for stock or
securities of a foreign corporation that
controls the acquiring corporation in a
reorganization described in either sec-
tions 368(a)(1)(A) and (a)(2)(D), or in
sections 368(a)(1)(G) and (a)(2)(D). See
paragraph (d)(3) Example 1 of this sec-
tion for an example of a reorganization
described in sections 368(a)(1)(A) and
(a)(2)(D) involving domestic acquired
and acquiring corporations, and see
paragraph (d)(3) Example 10 of this sec-
tion for an example involving a domes-
tic acquired corporation and a foreign
acquiring corporation.

(i1) Mergers described in  sections
368(a)(1)(A) and (a)(2)(E). A U.S. person
exchanges stock or securities of a cor-
poration (the acquiring corporation)
for stock or securities in a foreign cor-
poration that controls the acquired
corporation in a reorganization de-
scribed in sections 368(a)(1)(A) and
(a)(2)(E). See paragraph (d)(3) Example 2
of this section for an example of a reor-
ganization described in sections
368(a)(1)(A) and (a)(2)(E) involving do-
mestic acquired and acquiring corpora-
tions, and see paragraph (d)(3) Example
11 of this section for an example in-
volving a domestic acquired corpora-
tion and a foreign acquiring corpora-
tion.

(iii) Triangular reorganications de-
scribed in section 368(a)(1)(B)—(A) A U.S.
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person exchanges stock or securities of
the acquired corporation for voting
stock or securities of a foreign corpora-
tion that is in control (as defined in
section 368(c)) of the acquiring corpora-
tion in a reorganization described in
section 368(a)(1)(B). See paragraph
(d)(3) Example 5 of this section.

(B) A U.S. person exchanges stock or
securities of the acquired corporation
for voting stock or securities of a do-
mestic corporation that is in control
(as defined in section 368(c)) of a for-
eign acquiring corporation in a reorga-
nization described in section
368(a)(1)(B). See paragraph (d)(3) Exam-
ple 5A of this section.

(iv) Triangular reorganizations de-
scribed in section 368(a)(1)(C). A U.S. per-
son exchanges stock or securities of a
corporation (the acquired corporation)
for voting stock or securities of a for-
eign corporation that controls the ac-
quiring corporation in a reorganization
described in section 368(a)(1)(C). See,
e.g., paragraph (d)(3) Example 6 of this
section (for an example of a triangular
section 368(a)(1)(C) reorganization in-
volving domestic acquired and acquir-
ing corporations), and paragraph (d)(3)
Example 8 of this section (for an exam-
ple involving a domestic acquired cor-
poration and a foreign acquiring cor-
poration). If the acquired corporation
is a foreign corporation, see paragraph
(A)(3) Example 14 of this section, and
section 367(b) and the regulations
thereunder.

(v) Transfers of assets to subsidiaries in
certain section 368(a)(1) reorganizations.
A U.S. person exchanges stock or secu-
rities of a corporation (the acquired
corporation) for stock or securities of a
foreign acquiring corporation in an
asset reorganization (other than a tri-
angular section 368(a)(1)(C) reorganiza-
tion described in paragraph (d)(1)(iv) of
this section, a reorganization described
in sections 368(a)(1)(A) and (a)(2)(D) or
sections 368(a)(1)(G) and (a)(2)(D) de-
scribed in paragraph (d)(1)(i) of this
section, a reorganization described in
sections 368(a)(1)(A) and (a)(2)(E) de-
scribed in paragraph (d)(1)(ii) of this
section, or a same-country section
368(a)(1)(F) reorganization) that is fol-
lowed by a controlled asset transfer.
For purposes of this section, a same-
country section 368(a)(1)(F') reorganiza-
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tion is a reorganization described in
section 368(a)(1)(F) in which both the
acquired corporation and the acquiring
corporation are foreign corporations
and are created or organized under the
laws of the same foreign country. In
the case of a transaction described in
this paragraph (d)(1)(v) in which some
but not all of the assets of the acquired
corporation are transferred in a con-
trolled asset transfer, the transaction
shall be considered to be an indirect
transfer of stock or securities subject
to this paragraph (d) only to the extent
of the assets so transferred. The re-
maining assets shall be treated as hav-
ing been transferred by the acquired
corporation in an asset transfer rather
than an indirect stock transfer, and, if
the acquired corporation is a domestic
corporation, such asset transfer shall
be subject to the other provisions of
section 367, including sections 367(a)(1),
(3), and (b), and (d). See paragraph (d)(3)
Examples 6A and 6B of this section.

(vi) Successive transfers of property to
which section 351 applies. A U.S. person
transfers property (other than stock or
securities) to a foreign corporation in
an exchange described in section 351,
and all or a portion of such assets
transferred to the foreign corporation
by such person are, in connection with
the same transaction, transferred to a
second corporation that is controlled
by the foreign corporation in one or
more exchanges described in section
351. For purposes of this paragraph
(d)(1) and §1.367(a)-8, the initial trans-
fer by the U.S. person shall be deemed
to be a transfer of stock described in
section 354. (Any assets transferred to
the foreign corporation that are not
transferred by the foreign corporation
to a second corporation shall be treat-
ed as a transfer of assets subject to the
general rules of section 367, including
sections 367(a)(1), (3), (b) and (d), and
not as an indirect stock transfer under
the rules of this paragraph (d).) See,
e.g., paragraph (d)(3) Example 13 and Ezx-
ample 134 of this section.

(2) Special rules for indirect transfers. If
a U.S. person is considered to make an
indirect transfer of stock or securities
described in paragraph (d)(1) of this
section, the rules of this section and
§1.367(a)-8 shall apply to the transfer.
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For purposes of applying the rules of
this section and §1.367(a)-8:

(i) Transferee foreign corporation—(A)
General rule. Except as provided in
paragraph (d)(2)(i)(B) of this section,
the transferee foreign corporation shall
be the foreign corporation that issues
stock or securities to the U.S. person
in the exchange.

(B) Special rule for triangular reorga-
nizations described in paragraph
(d)(1)(iii)(B) of this section. In the case
of a triangular reorganization de-
scribed in paragraph (d)(1)(iii)(B) of
this section, the transferee foreign cor-
poration shall be the foreign acquiring
corporation. See paragraph (d)(3) Exam-
ple 5A of this section.

(ii) Transferred corporation. The trans-
ferred corporation shall be the acquir-
ing corporation, except as provided in
this paragraph (d)(2)(ii). In the case of
a triangular section 368(a)(1)(B) reorga-
nization described in paragraph
(d)(1)({dii) of this section, the trans-
ferred corporation shall be the acquired
corporation. In the case of an indirect
stock transfer described in paragraph
(d)(@)({), (ii), or (iv) of this section fol-
lowed by a controlled asset transfer, or
an indirect stock transfer described in
paragraph (d)(1)(v) of this section, the
transferred corporation shall be the
controlled corporation to which the as-
sets are transferred. In the case of suc-
cessive section 351 transfers described
in paragraph (d)(1)(vi) of this section,
the transferred corporation shall be the
corporation to which the assets are
transferred in the final section 351
transfer. The transferred property shall
be the stock or securities of the trans-
ferred corporation, as appropriate
under the circumstances.

(iii) Amount of gain. For purposes of
determining the amount of gain that a
U.S. person is required to include in in-
come as a result of a triggering event,
see §1.367(a)-8(c)(1)().

(iv) Gain recognition agreements involv-
ing multiple parties. The U.S. person’s
agreement to recognize gain, as pro-
vided in §1.367(a)-8, shall include appro-
priate provisions consistent with the
principles of §1.367(a)-8. See Examples 5
and 54 of this section and §1.367(a)-
8()(9).

(v) Determination of whether substan-
tially all of the transferred corporation’s
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assets are disposed of. For purposes of
applying §1.367(a)-8(j)(2)(i) to deter-
mine whether substantially all of the
assets of the transferred corporation
have been disposed of, the following as-
sets shall be taken into account (but
only if such assets are not fully taxable
under section 367 in the taxable year
that includes the indirect transfer)—

(A) In the case of a reorganization de-
scribed in paragraph (d)(1)(i) of this
section (a reorganization described in
sections 368(a)(1)(A) and (a)(2)(D) or
sections 368(a)(1)(G) and (a)(2)(D)) or a
reorganization described in section
(A)(Q)(@Av) of this section (a triangular
section 368(a)(1)(C) reorganization), the
assets of the acquired corporation;

(B) In the case of a sections
368(a)(1)(A) and (a)(2)(E) reorganization
described in paragraph (d)(1)(ii) of this
section, the assets of the acquiring cor-
poration immediately prior to the
transaction;

(C) In the case of an asset reorganiza-
tion followed by a controlled asset
transfer, as described in paragraph
(d)(A)(v) of this section, the assets of
the acquired corporation that are
transferred to the corporation con-
trolled by the acquiring corporation;

(D) In the case of a triangular reorga-
nization described in section
368(a)(1)(C) followed by a controlled
asset transfer, a reorganization de-
scribed in sections 368(a)(1)(A) and
(a)(2)(D) followed by a controlled asset
transfer, or a reorganization described
in sections 368(a)(1)(G) and (a)(2)(D) fol-
lowed by a controlled asset transfer,
the assets of the acquired corporation
including those transferred to the cor-
poration controlled by the acquiring
corporation;

(E) In the case of a reorganization de-
scribed in sections 368(a)(1)(A) and
(a)(2)(E) followed by a controlled asset
transfer, the assets of the acquiring
corporation including those transferred
to the corporation controlled by the
acquiring corporation; and

(F) In the case of successive section
351 exchanges described in paragraph
(d)(1)(vi) of this section, the assets that
are both transferred initially to the
foreign corporation, and transferred by
the foreign corporation to a second cor-
poration.
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(vi) Coordination between asset transfer
rules and indirect stock transfer rules—
(A) General rule. Except as otherwise
provided in this paragraph (d)(2)(vi), if,
pursuant to any of the transactions de-
scribed in paragraph (d)(1) of this sec-
tion, a U.S. person transfers (or is
deemed to transfer) assets to a foreign
corporation in an exchange described
in section 351 or section 361, the rules
of section 367, including sections
367(a)(1), (a)(3), and (a)(b), as well as
section 367(d), and the regulations
thereunder shall apply prior to the ap-
plication of the rules of this section.

(B) Exceptions—(1) If a transaction is
described in paragraph (d)(2)(vi)(A) of
this section, section 367(a) and (d) will
not apply to the extent a domestic cor-
poration (domestic acquired corpora-
tion) transfers assets to a foreign cor-
poration (foreign acquiring corpora-
tion) in an asset reorganization, and
those assets (re-transferred assets) are
transferred to a domestic corporation
(domestic controlled corporation) in a
controlled asset transfer, provided that
each of the following conditions is sat-
isfied:

(i) The domestic controlled corpora-
tion’s adjusted basis in the re-trans-
ferred assets is not greater than the do-
mestic acquired corporation’s adjusted
basis in those assets. For this purpose,
any increase in basis in the re-trans-
ferred assets that results because the
domestic acquired corporation recog-
nized gain or income with respect to
the re-transferred assets in the trans-
action is not taken into account.

(i1) The domestic acquired corpora-
tion includes a statement described in
paragraph (d)(2)(vi)(C) of this section
with its timely filed U.S. income tax
return for the taxable year of the
transfer; and

(7ii) The requirements of paragraphs
(c)(1)({), (ii), and (iv) and (c)(6) of this
section are satisfied with respect to the
indirect transfer of stock in the domes-
tic acquired corporation.

(2) Sections 367(a) and (d) shall not
apply to transfers described in para-
graph (d)(1)(vi) of this section if a U.S.
person transfers assets to a foreign cor-
poration in a section 351 exchange, to
the extent that such assets are trans-
ferred by such foreign corporation to a
domestic corporation in another sec-
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tion 351 exchange, but only if the do-
mestic transferee’s adjusted basis in
the assets is not greater than the ad-
justed basis that the U.S. person had in
such assets. Any increase in adjusted
basis in the assets that results because
the U.S. person recognized gain or in-
come with respect to such assets in the
initial section 351 exchange is not
taken into account for purposes of de-
termining whether the domestic trans-
feree’s adjusted basis in the assets is
not greater than the U.S. person’s ad-
justed basis in such assets. This para-
graph (d)(2)(vi)(B)(2) will not, however,
apply to an exchange described in sec-
tion 351 that is also an exchange de-
scribed in section 361(a) or (b). An ex-
change described in section 351 that is
also an exchange described in section
361(a) or (b) is only eligible for the ex-
ception in paragraph (d)(2)(vi)(B)(I1) of
this section.

(C) Required statement. The statement
required by paragraph (d)(2)(vi)(B)(1)(ii)
of this section shall be entitled ‘‘Re-
quired Statement under §1.367(a)-3(d)
for Assets Transferred to a Domestic
Corporation’ and shall be signed under
penalties of perjury by an authorized
officer of the domestic acquired cor-
poration and by an authorized officer
of the foreign acquiring corporation.
The required statement shall contain a
certification that, if the foreign acquir-
ing corporation disposes of any stock
of the domestic controlled corporation
in a transaction described in paragraph
(A)(2)(vi)(D) of this section, the domes-
tic acquired corporation shall recog-
nize gain as described in paragraph
(A)(2)(vi)(E) of this section. The domes-
tic acquired corporation (or the foreign
acquiring corporation on behalf of the
domestic acquired corporation) shall
file a U.S. income tax return (or an
amended U.S. tax return, as the case
may be) for the year of the transfer re-
porting such gain.

(D) Gain recognition transaction. (1) A
transaction described in this paragraph
(d)(2)(vi)(D) is one where a principal
purpose of the transfer by the domestic
acquired corporation is the avoidance
of U.S. tax that would have been im-
posed on the domestic acquired cor-
poration on the disposition of the re-
transferred assets. A transfer may have
a principal purpose of tax avoidance
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even though the tax avoidance purpose
is outweighed by other purposes when
taken together.

(2) For purposes of paragraph
(A)(@2)(vi)(D)(I) of this section, a trans-
action is deemed to have a principal
purpose of tax avoidance if the foreign
acquiring corporation disposes of any
stock of the domestic controlled cor-
poration (whether in a recognition or
non-recognition transaction) within 2
years of the transfer described in para-
graph (d)(2)(vi)(A) of this section. The
rule in this paragraph (d)(2)(vi)(D)(2)
shall not apply if the domestic ac-
quired corporation (or the foreign ac-
quiring corporation on behalf of the do-
mestic acquired corporation) dem-
onstrates to the satisfaction of the
Commissioner that the avoidance of
U.S. tax was not a principal purpose of
the transaction. For this purpose, a
disposition by the foreign acquiring
corporation of stock of the domestic
controlled corporation more than 5
years after completion of the transfer
described in paragraph (d)(2)(vi)(A) of
this section is deemed to not have a
principal purpose of tax avoidance.

(E) Amount of gain recognized and
other matters. (1) In the case of a trans-
action described in paragraph
(A)(@2)(vi)(D) of this section, solely for
purposes of this paragraph (d)(2)(vi)(E),
the domestic acquired corporation
shall be treated as if, immediately
prior to the transfer described in para-
graph (d)(2)(vi)(A) of this section, it
transferred the re-transferred assets,
including any intangible assets, di-
rectly to a domestic corporation in ex-
change for stock of such domestic cor-
poration in a transaction that is treat-
ed as a section 351 exchange, and imme-
diately sold such stock to an unrelated
party for its fair market value in a sale
in which it shall recognize gain, if any
(but not loss). Any gain recognized by
the domestic acquired corporation pur-
suant to this paragraph (d)(2)(vi)(E)
will increase the basis that the foreign
acquiring corporation has in the stock
of the domestic controlled corporation
immediately before the transaction de-
scribed in paragraph (d)(2)(vi)(D) of
this section, but will not increase the
basis of the re-transferred assets held
by the domestic controlled corpora-
tion. Section 1.367(d)-1T(g)(6) shall not
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apply with respect to any intangible
property included in the re-transferred
assets described in this paragraph.

(2) If additional tax is required to be
paid as a result of a transaction de-
scribed in paragraph (d)(2)(vi)(D) of
this section, then interest must be paid
on that amount at rates determined
under section 6621 with respect to the
period between the date prescribed for
filing the domestic acquired corpora-
tion’s income tax return for the year of
the transfer and the date on which the
additional tax for that year is paid.

(F) Examples. For illustrations of the
rules in paragraph (d)(2)(vi) of this sec-
tion, see paragraph (d)(3) Examples 6B,
6C, 9, and 134 of this section.

(vii) Change in status of a domestic ac-
quired corporation to a foreign corpora-
tion. (A) A U.S. person that exchanges
stock or securities of a domestic cor-
poration for stock or securities of a
foreign corporation under section 354
(or section 356) will be treated for pur-
poses of this section as having made an
indirect stock transfer of the stock or
securities of a foreign corporation (and
not of a domestic corporation) to a for-
eign corporation under paragraph (b) of
this section (but not paragraph (c) of
this section), if the acquired domestic
corporation is a subsidiary member
(within the meaning of §1.1502-1(c)) of a
consolidated group (within the mean-
ing of §1.1502-1(h)) immediately before
the transaction, and if the transaction
is either of the following:

(1) Described in paragraph (d)(1)(i) or
(iv) of this section, but only if the ac-
quiring corporation is foreign. See
paragraph (d)(3) Examples 8, 9, 10 and 12
of this section.

(2) Described in paragraph (d)(1)(v) of
this section, but only to the extent the
controlled asset transfer is to a foreign
corporation. See paragraph (d)(3) Exam-
ple 6A of this section.

(B) The rules of paragraph
(d)(2)(vii)(A) of this section will not
apply to the extent assets transferred
to the foreign acquiring corporation in
a transaction described in paragraph
(d)(2)(vii)(A)(I) of this section, or assets
transferred to a foreign corporation in
a controlled asset transfer in a trans-
action described in paragraph
(d)(2)(vii)(A)(2) of this section, are re-
transferred to a domestic controlled
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corporation in one or more successive
transfers as part of the same trans-
action. See paragraph (d)(3) Example 9
of this section.

(3) Examples. The rules of this para-
graph (d) and §1.367(a)-8 are illustrated
by the following examples. For pur-
poses of these examples, assume sec-
tion 7874 does not apply.

Example 1. Section 368(a)(1)(A)/(a)(2)(D) reor-
ganication. (i) Facts. F, a foreign corporation,
owns all the stock of Newco, a domestic cor-
poration. A, a domestic corporation, owns all
of the stock of W, also a domestic corpora-
tion. A and W file a consolidated Federal in-
come tax return. A does not own any stock
in F (applying the attribution rules of sec-
tion 318, as modified by section 958(b)). In a
reorganization described in sections
368(a)(1)(A) and (a)(2)(D), Newco acquires all
of the assets of W, and A receives 40% of the
stock of F in an exchange described in sec-
tion 354.

(ii) Result. Pursuant to paragraph (d)(1)()
of this section, the reorganization is subject
to the indirect stock transfer rules. F is
treated as the transferee foreign corporation,
and Newco is treated as the transferred cor-
poration. Provided that the requirements of
paragraph (c)(1) of this section are satisfied,
including the requirement that A enter into
a five-year gain recognition agreement as de-
scribed in §1.367(a)-8, A’s exchange of W
stock for F stock under section 354 will not
be subject to section 367(a)(1). If F disposes
(within the meaning of §1.367(a)-8(j)(1)) of all
(or a portion) of Newco’s stock within the
five-year term of the agreement (and A has
not made a valid election under §1.367(a)-
8(c)(2)(vi)), A is required to file an amended
return for the year of the transfer and in-
clude in income, with interest, the gain real-
ized but not recognized on the initial section
354 exchange. If A has made a valid election
under §1.367(a)-8(c)(2)(vi) to include the
amount subject to the gain recognition
agreement in the year of the triggering
event, A would instead include the gain on
its tax return for the taxable year that in-
cludes the triggering event, together with in-
terest.

Example 1A. Transferor is a subsidiary in con-
solidated group. (i) Facts. The facts are the
same as in Example 1, except that A is owned
by P, a domestic corporation, and for the
taxable year in which the transaction oc-
curred, P, A and W filed a consolidated Fed-
eral income tax return.

(ii) Result. Even though A is the U.S. trans-
feror, P is required under §1.367(a)-8(d)(3) and
(e)(1)(i) to enter into the gain recognition
agreement and comply with the require-
ments under §1.367(a)-8. If A leaves the P
group, the gain recognition agreement would
be triggered pursuant to §1.367(a)-8(j)(5), un-
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less the exception provided under §1.367(a)-
8(k)(10) applies.

Example 2. Section 368(a)(1)(A)/(a)(2)(E) reor-
ganization. (i) Facts.The facts are the same as
in Example 1, except that Newco merges into
W and Newco receives stock of W which it
distributes to F in a reorganization described
in sections 368(a)(1)(A) and (a)(2)(E). Pursu-
ant to the reorganization, A receives 40 per-
cent of the stock of F in an exchange de-
scribed in section 354.

(ii) Result. The consequences of the trans-
fer are similar to those described in Example
1. Pursuant to paragraph (d)(1)(ii) of this sec-
tion, A is considered to have transferred its
W stock to F pursuant to the indirect stock
transfer rules. F is treated as the transferee
foreign corporation, and W is treated as the
transferred corporation. Provided that the
requirements of paragraph (c)(1) of this sec-
tion are satisfied, including the requirement
that A enter into a five-year gain recogni-
tion agreement as described in §1.367(a)-8,
A’s exchange of W stock for F stock under
section 354 will not be subject to section
367(a)(1).

Example 3. Taxable transaction pursuant to
indirect stock transfer rules. (i) Facts.The facts
are the same as in Example 1, except that A
receives 55 percent of either the total voting
power or the total value of the stock of F in
the transaction.

(ii) Result. A is required to include in in-
come in the year of the exchange the amount
of gain realized on such exchange. See para-
graph (¢)(1)(i) of this section. If A fails to in-
clude the income on its timely-filed return,
A will also be liable for the penalty under
section 6038B (together with interest and
other applicable penalties) unless A’s failure
to include the income is due to reasonable
cause and not willful neglect. See §1.6038B—
1(D).

Example 4. Disposition by U.S. transferred
corporation of substantially all of its assets. (i)
Facts. The facts are the same as in Example
1, except that, during the third year of the
gain recognition agreement, Newco disposes
of substantially all (as described in§1.367(a)-
8(j)(2)(1)) of the assets described in paragraph
(A)(2)(v)(A) of this section for cash and recog-
nizes currently all of the gain realized on the
disposition.

(ii) Result. Under §1.367(a)-8(j)(2), the gain
recognition agreement is generally triggered
when the transferred corporation disposes of
substantially all of its assets. However,
under the special rule contained in §1.367(a)-
8(0)(4), because A owned an amount of stock
in W described in section 1504(a)(2) imme-
diately before the transaction, because A and
W filed a consolidated Federal income tax re-
turn prior to the transaction, and Newco, the
transferred corporation, is a domestic cor-
poration, the gain recognition agreement is
terminated and has no further effect.
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Example 5. Triangular section 368(a)(1)(B) re-
organization. (i) Facts. F, a foreign corpora-
tion, owns all the stock of S, a domestic cor-
poration. U, a domestic corporation, owns all
of the stock of Y, also a domestic corpora-
tion. U does not own any of the stock of F
(applying the attribution rules of section 318,
as modified by section 958(b)). In a triangular
reorganization described in section
368(a)(1)(B) and paragraph (d)(1)(iii)(A) of
this section, S acquires all the stock of Y,
and U receives 10% of the voting stock of F.

(ii) Result. U’s exchange of Y stock for F
stock will not be subject to section 367(a)(1),
provided that all of the requirements of
paragraph (c)(1) are satisfied, including the
requirement that U enter into a five-year
gain recognition agreement. For purposes of
this section, F is treated as the transferee
foreign corporation and Y is treated as the
transferred corporation. See paragraphs
(A)(2)(i) and (i) of this section. Under
§1.367(a)-8(j)(9), the gain recognition agree-
ment would be triggered if F sold all or a
portion of the stock of S.

Example 5A. Triangular section 368(a)(1)(B)
reorganization. (i) Facts. The facts are the
same as in Example 5, except that F is a do-
mestic corporation and S is a foreign cor-
poration.

(ii) Result. U’s exchange of Y stock for
stock of F, a domestic corporation in control
of S, the foreign acquiring corporation, is
treated as an indirect transfer of Y stock to
a foreign corporation under paragraph
(d)(1)(1ii)(B) of this section. U’s exchange of
Y stock for F stock will not be subject to
section 367(a)(1) provided that all of the re-
quirements of paragraph (c)(1) of this section
are satisfied, including the requirement that
U enter into a five-year gain recognition
agreement. In satisfying the 50 percent or
less ownership requirements of paragraphs
(c)(1)(@) and (ii) of this section, U’s indirect
ownership of S stock (through its direct own-
ership of F) will determine whether the re-
quirement of paragraph (c)(1)(i) of this sec-
tion is satisfied and will be taken into ac-
count in determining whether the require-
ment of paragraph (c)(1)(ii) of this section is
satisfied. See paragraph (c)(4)(iv) of this sec-
tion. For purposes of this section, S is treat-
ed as the transferee foreign corporation (see
paragraph (d)(2)(i)(B) of this section). If Y
sold substantially all of its assets (within
the meaning of section 368(a)(1)(C)), the gain
recognition agreement would be terminated
because U owned an amount of stock in Y de-
scribed in section 1504(a)(2) immediately be-
fore the transaction and Y is a domestic cor-
poration. See §1.367(a)-8(0)(4).

Example 6. Triangular section 368(a)(1)(C) re-
organization. (i) Facts. F, a foreign corpora-
tion, owns all of the stock of R, a domestic
corporation that operates an historical busi-
ness. V, a domestic corporation, owns all of
the stock of Z, also a domestic corporation.
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V does not own any of the stock of F (apply-
ing the attribution rules of section 318 as
modified by section 958(b)). In a triangular
reorganization described in section
368(a)(1)(C) (and paragraph (d)(1)(iv) of this
section), R acquires all of the assets of Z,
and V receives 30% of the voting stock of F.

(ii) Result. The consequences of the trans-
fer are similar to those described in Example
1; V is required to enter into a b-year gain
recognition agreement under §1.367(a)-8 to
secure nonrecognition treatment under sec-
tion 367(a). Under paragraphs (d)(2)(i) and (ii)
of this section, F is treated as the transferee
foreign corporation and R is treated as the
transferred corporation. In determining
whether, in a later transaction, R has dis-
posed of substantially all of its assets under
§1.367(a)-8(j)(2)(1), see paragraph (dA)(2)(V)(A)
of this section.

Example 6A. Section 368(a)(1)(C) reorganica-
tion followed by section 368(a)(2)(C) exchange.
(i) Facts. The facts are the same as in Exam-
ple 6, except that the transaction is struc-
tured as a section 368(a)(1)(C) reorganization
with Z transferring its assets to F, followed
by a controlled asset transfer, and R is a for-
eign corporation. The following additional
facts are present. Z has 3 businesses: Busi-
ness A with a basis of $10 and a value of $50,
Business B with a basis of $10 and a value of
$40, and Business C with a basis of $10 and a
value of $30. V and Z file a consolidated Fed-
eral income tax return and V has a basis of
$30 in the Z stock, which has a value of $120.
Assume that Businesses A and B consist sole-
ly of assets that will satisfy the section
367(a)(3) active trade or business exception;
none of Business C’s assets will satisfy the
exception. Z transfers all 3 businesses to F in
exchange for 30 percent of the F stock, which
Z distributes to V pursuant to a section
368(a)(1)(C) reorganization. F then contrib-
utes Businesses B and C to R in a controlled
asset transfer.

(ii) Result. The transfer of the Business A
assets by Z to F does not constitute an indi-
rect stock transfer under paragraph (d) of
this section, and, subject to the conditions
and requirements of section 367(a)(5) and
§1.367(a)-7(c), the Business A assets qualify
for the section 367(a)(3) active trade or busi-
ness exception and are not subject to section
367(a)(1). The transfer of the Business B and
C assets by Z to F must first be tested under
sections 367(a)(1), (a)(3), and (a)(5). Z recog-
nizes $20 of gain on the outbound transfer of
the Business C assets, as those assets do not
qualify for an exception to section 367(a)(1).
Subject to the conditions and requirements
of section 367(a)(b) and §1.367(a)-7(c), the
Business B assets qualify for the active trade
or business exception under section 367(a)(3).
Pursuant to paragraphs (@) and
(@)(2)(vii)(A)(2) of this section, V is deemed
to transfer the stock of a foreign corporation
to F in a section 354 exchange subject to the
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rules of paragraphs (b) and (d) of this sec-
tion. V must enter into the gain recognition
agreement in the amount of $30 to preserve
Z’s nonrecognition treatment with respect to
its transfer of Business B assets. Under para-
graphs (d)(2)(i) and (d)(2)(ii) of this section, F
is the transferee foreign corporation and R is
the transferred corporation.

Example 6B. Section 368(a)(1)(C) reorganiza-
tion followed by a controlled asset transfer to a
domestic controlled corporation—(i) Facts. The
facts are the same as in paragraph (d)(3), Ex-
ample 64, of this section, except that R is a
domestic corporation.

(ii) Result. As in paragraph (d)(3), Example
64, of this section, the outbound transfer of
the Business A assets to F is not affected by
the rules of §1.367-3(d) and is subject to the
general rules under section 367. Subject to
the conditions and requirements of section
367(a)(5) and §1.367(a)-7(c), the Business A as-
sets qualify for the section 367(a)(3) active
trade or business exception and are not sub-
ject to section 367(a)(1). The Business B and
C assets are part of an indirect stock trans-
fer under §1.367-3(d), but must first be tested
under section 367(a) and (d). The Business B
assets qualify for the active trade or busi-
ness exception under section 367(a)(3); the
Business C assets do not. However, pursuant
to paragraph (d)(2)(vi)(B)(I) of this section,
the Business B and C assets are not subject
to section 367(a) or (d), provided that the
basis of the Business B and C assets in the
hands of R is not greater than the basis of
the assets in the hands of Z, the require-
ments of paragraphs (c)(1)(i), (ii), and (iv)
and (c)(6) of this section are satisfied, and Z
attaches a statement described in para-
graphs (d)(2)(vi)(C) of this section to its U.S.
income tax return for the taxable year of the
transfer. V also is deemed to make an indi-
rect transfer of Z stock under the rules of
paragraph (d) of this section to the extent
the assets are transferred to R. To preserve
non-recognition treatment, and assuming
the other requirements of paragraph (c) of
this section are satisfied, V must enter into
a gain recognition agreement in the amount
of $50, which equals the aggregate gain in the
Business B and C assets, because the transfer
of those assets by Z was not taxable under
section 367(a)(1) and constitute an indirect
stock transfer.

Example 6C. Section 368(a)(1)(C) reorganiza-
tion followed by a controlled asset transfer to a
domestic controlled corporation—(i) Facts. The
facts are the same as in paragraph (d)(3), Ex-
ample 6B, of this section, except that Z is
owned by U.S. individuals, none of whom
qualify as five-percent target shareholders
with respect to Z within the meaning of
paragraph (c)(5)(iii) of this section. The fol-
lowing additional facts are present. No U.S.
persons that are either officers or directors
of Z own any stock of F immediately after
the transfer. F is engaged in an active trade
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or business outside the United States that
satisfies the test set forth in paragraph (c)(3)
of this section.

(ii) Result. The Business A assets trans-
ferred to F are not re-transferred to R and
therefore Z’s transfer of these assets is not
subject to the rules of paragraph (d) of this
section. However, gain must be recognized on
the transfer of those assets under section
367(a)(1) because the section 367(a)(3) active
trade or business exception is inapplicable
pursuant to section 367(a)(5) and §1.367(a)-
7(b). The Business B and C assets are part of
an indirect stock transfer under paragraph
(d) of this section, but must first be tested
with respect to Z under section 367(a) and
(d), as provided in paragraph (d)(2)(vi) of this
section. The transfer of the Business B assets
(which otherwise would satisfy the section
367(a)(3) active trade or business exception)
generally is subject to section 367(a)(1) pur-
suant to section 367(a)(5) and §1.367(a)-7(b).
The transfer of the Business C assets gen-
erally is subject to section 367(a)(1) because
these assets do not qualify for the active
trade or business exception under section
367(a)(3). However, pursuant to paragraph
(d)(2)(vi)(B) of this section, the transfer of
the Business B and C assets is not subject to
sections 367(a)(1) and (d), provided the basis
of the Business B and C assets in the hands
of R is no greater than the basis in the hands
of Z and certain other requirements are sat-
isfied. Z may avoid immediate gain recogni-
tion under section 367(a) and (d) on the
transfers of the Business B and Business C
assets to F if, pursuant to paragraph
(A)(2)(vi)(B) of this section, the indirect
transfer of Z stock satisfies the requirements
of paragraphs (¢)(1)(1), (ii), and (iv) and (c)(6)
of this section, and Z attaches a statement
described in paragraph (d)(2)(vi)(C) of this
section to its U.S. income tax return for the
taxable year of the transfer. In general, the
statement must contain a certification that,
if F disposes of the stock of R (in a recogni-
tion or nonrecognition transaction) and a
principal purpose of the transfer is the avoid-
ance of U.S. tax that would have been im-
posed on Z on the disposition of the Business
B and C assets transferred to R, then Z (or F
on behalf of Z) will file a return (or amended
return as the case may be) recognizing gain
($50), as if, immediately prior to the reorga-
nization, Z transferred the Business B and C
assets to a domestic corporation in exchange
for stock in a transaction treated as a sec-
tion 351 exchange and immediately sold such
stock to an unrelated party for its fair mar-
ket value. A transaction is deemed to have a
principal purpose of U.S. tax avoidance if F
disposes of R stock within two years of the
transfer, unless Z (or F on behalf of Z) can
rebut the presumption to the satisfaction of
the Commissioner. See paragraph
(A)(2)(vi)(D)(2) of this section. With respect
to the indirect transfer of Z stock, assume

358



Internal Revenue Service, Treasury

the requirements of paragraphs (c)(1)(1), (ii),
and (iv) of this section are satisfied. Thus,
assuming Z attaches the statement described
in paragraph (d)(2)(vi)(C) of this section to
its U.S. income tax return and satisfies the
reporting requirements of paragraph (c)(6) of
this section, the transfer of Business B and C
assets is not subject to immediate gain rec-
ognition under section 367(a) or (d).

Example 7. Triangular section 368(a)(1)(C) re-
organization followed by 351 exchange. (i)
Facts. The facts are the same as in Example
6, except that, during the fourth year of the
gain recognition agreement, R transfers sub-
stantially all of the assets received from Z to
K, a wholly-owned domestic subsidiary of R,
in an exchange described in section 351.

(ii) Result. The disposition by R, the trans-
ferred corporation, of substantially all of its
assets would terminate the gain recognition
agreement if the assets were disposed of in a
taxable transaction because V owned an
amount of stock in Z described in section
1504(a)(2) immediately before the trans-
action, and R is a domestic corporation. See
§1.367(a)-8(0)(4). Because the assets were
transferred in an exchange to which section
3561 applies, such transfer does not trigger the
gain recognition agreement if V complies
with the requirements contained in §1.367(a)-
8(k)(4). See also paragraph (d)(2)(iv) of this
section. To determine whether substantially
all of the assets are disposed of, any assets of
Z that were transferred by Z to R and then
contributed by R to K are taken into ac-
count.

Example 7A. Triangular section 368(a)(1)(C)
reorganization followed by section 351 exchange
with foreign transferee. (i) Facts. The facts are
the same as in Example 7 except that K is a
foreign corporation.

(ii) Result. This transfer of assets by R to K
must be analyzed to determine its effect
upon the gain recognition agreement, and
such transfer is also an outbound transfer of
assets that is taxable under section 367(a)(1)
unless the active trade or business exception
under section 367(a)(3) applies. If the transfer
is fully taxable under section 367(a)(1), the
transfer is treated as if the transferred com-
pany, R, sold substantially all of its assets.
Thus, the gain recognition agreement would
terminate because V owned an amount of
stock in Z described in section 1504(a)(2) im-
mediately before the transaction, and R is a
domestic corporation. See §1.367(a)-8(0)(4). If
each asset transferred qualifies for non-
recognition treatment under section 367(a)(3)
and the regulations thereunder (which re-
quire, under §1.367(a)-2T(a)(2), the transferor
to comply with the reporting requirements
under section 6038B), the result is the same
as in Example 7. If a portion of the assets
transferred qualify for nonrecognition treat-
ment under section 367(a)(3) and a portion
are taxable under section 367(a)(1) (but such
portion does not result in the disposition of
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substantially all of the assets), the gain rec-
ognition agreement will not be triggered if
such information is reported as required
under §1.367(a)-8(g) and V satisfies the re-
quirements contained in §1.367(a)-8(k)(4).

Example 8. Concurrent application of asset
transfer and indirect stock transfer rules in con-
solidated return setting. (i) Facts. Assume the
same facts as in Example 6, except that R is
a foreign corporation and V and Z file a con-
solidated return for Federal income tax pur-
poses. The properties of Z consist of Business
A assets, with an adjusted basis of $50 and
fair market value of $90, and Business B as-
sets, with an adjusted basis of $50 and a fair
market value of $110. Assume that the Busi-
ness A assets do not qualify for the active
trade or business exception under section
367(a)(3), but that the Business B assets do
qualify for the exception. V’s basis in the Z
stock is $100, and the value of such stock is
$200.

(ii) Result. Under paragraph (d)(2)(vi), the
assets of Businesses A and B that are trans-
ferred to R must be tested under sections
367(a)(3) and (a)(b) prior to consideration of
the indirect stock transfer rules of this para-
graph (d). Thus, Z must recognize $40 of in-
come under section 367(a)(1) on the outbound
transfer of Business A assets. Subject to the
conditions and requirements of section
367(a)(5) and §1.367(a)-7(c), the Business B as-
sets qualify for the active trade or business
exception under section 367(a)(3). Under
§1.1502-32, because V and Z file a consoli-
dated return, V’s basis in its Z stock in-
creases from $100 to $140 as a result of Z’s $40
gain. Pursuant to paragraphs (d)(1) and
(A)(2)(vii)(A)(I) of this section, V is deemed
to transfer the stock of a foreign corporation
to F in a section 354 exchange subject to the
rules of paragraphs (b) and (d) of this sec-
tion, and therefore must enter into a gain
recognition agreement in the amount of $60
(the gain realized but not recognized by V in
the stock of Z after the $40 basis adjust-
ment). If F sells a portion of its stock in R
during the term of the agreement, V will be
required to recognize a portion of the $60
gain subject to the agreement. To determine
whether R disposes of substantially all of its
assets (under §1.367(a)-8(j)(2)(1)), only the
Business B assets will be considered (because
the transfer of the Business A assets was tax-
able to Z under section 367). See paragraph
(A)(2)(v)(A) of this section.

Example 8A. Concurrent application without
consolidated returns. (i) Facts. The facts are
the same as in Example 8, except that V and
Z do not file consolidated income tax re-
turns.

(ii) Result. Z would still recognize $40 of
gain on the transfer of its Business A assets,
and the Business B assets would still qualify
for the active trade or business exception
under section 367(a)(3). However, V’s basis in
its stock of Z would not be increased by the
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amount of Z’s gain. V’s indirect transfer of
stock will be taxable unless V enters into a
gain recognition agreement (as described in
§1.367(a)-8) for the $100 of gain realized but
not recognized with respect to the stock of
Z.

Example 8B. Concurrent application with in-
dividual U.S. shareholder. (i) Facts. The facts
are the same as in Example 8, except that V
is an individual U.S. citizen.

(ii) Result. Under section 367(a)(b) and
§1.367(a)-7(b), the active trade or business ex-
ception under section 367(a)(3) does not apply
to Z’s transfer of assets to R. Thus, Z’s
transfer of assets to R would be fully taxable
under section 367(a)(1). Z would recognize
$100 of income. V’s basis in its stock of Z is
not increased by this amount. V is taxable
with respect to its indirect transfer of its Z
stock unless V enters into a gain recognition
agreement in the amount of the $100, the
gain realized but not recognized with respect
to its Z stock.

Example 8C. Concurrent application with
nonresident alien shareholder. (i) Facts. The
facts are the same as in Example 8, except
that V is a nonresident alien.

(ii) Result. Under section 367(a)(b) and
§1.367(a)-7(b), the active trade or business ex-
ception under section 367(a)(3) does not apply
to Z’s transfer of assets to R. Thus, Z has
$100 of gain with respect to the Business A
and B assets. Because V is a nonresident
alien, however, V is not subject to section
367(a) with respect to its indirect transfer of
Z stock.

Example 9. Indirect stock transfer by reason
of a controlled asset transfer—(i) Facts. The
facts are the same as in paragraph (d)(3), Ex-
ample 8, of this section, except that R trans-
fers the Business A assets to M, a wholly
owned domestic subsidiary of R, in a con-
trolled asset transfer. In addition, V’s basis
in its Z stock is $90.

(ii)  Result. Pursuant to  paragraph
(A)(2)(vi)(B) of this section, sections 367(a)
and (d) do not apply to Z’s transfer of the
Business A assets to R if M’s basis in the
Business A assets is not greater than the
basis of the assets in the hands of Z, the re-
quirements of paragraphs (c)(1)(i), (ii), and
(iv) and (c)(6) of this section are satisfied,
and Z includes a statement described in
paragraph (d)(2)(vi)(C) of this section with
its U.S. income tax return for the taxable
year of the transfer. Subject to the condi-
tions and requirements of section 367(a)(5)
and §1.367(a)-7(c), Z’s transfer of the Busi-
ness B assets to R (which are not re-trans-
ferred to M) qualifies for the active trade or
business exception under section 367(a)(3).
Pursuant to paragraphs (d)() and
(A)(2)(vii)(A)(1) of this section, V is generally
deemed to transfer the stock of a foreign cor-
poration to F in a section 354 exchange sub-
ject to the rules of paragraphs (b) and (d) of
this section, including the requirement that
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V enter into a gain recognition agreement
and comply with the requirements of
§1.367(a)-8. However, pursuant to paragraph
(A)(2)(vii)(B) of this section, paragraph
(d)(2)(vii)(A) of this section does not apply to
the extent of the transfer of business A as-
sets by R to M, a domestic corporation. As a
result, to the extent of the business A assets
transferred by R to M, V is deemed to trans-
fer the stock of Z (a domestic corporation) to
F in a section 354 exchange subject to the
rules of paragraphs (c¢) and (d) of this section.
Thus, with respect to V’s indirect transfer of
stock of a domestic corporation to F, such
transfer is not subject to gain recognition
under section 367(a)(1) if the requirements of
paragraph (c) of this section are satisfied, in-
cluding the requirement that V enter into a
gain recognition agreement (separate from
the gain recognition agreement described
above with respect to the deemed transfer of
stock of a foreign corporation to F) and com-
ply with the requirements of §1.367(a)-8.
Under paragraphs (d)(2)(i) and (ii) of this sec-
tion, the transferee foreign corporation is F
and the transferred corporation is R (with
respect to the transfer of stock of a foreign
corporation) and M (with respect to the
transfer of stock of a domestic corporation).
Pursuant to paragraph (d)(2)(iv) of this sec-
tion, a disposition by F of the stock of R
would trigger both gain recognition agree-
ments. In addition, a disposition by R of the
stock of M would trigger the gain recogni-
tion agreement filed with respect to the
transfer of the stock of a domestic corpora-
tion. To determine whether there is a trig-
gering event under §1.367(a)-8(j)(2)(i) for the
gain recognition agreement filed with re-
spect to the transfer of stock of the domestic
corporation, the Business A assets in M must
be considered. To determine whether there is
such a triggering event for the gain recogni-
tion agreement filed with respect to the
transfer of stock of the foreign corporation,
the Business B assets in R must be consid-
ered.

Example 10. Concurrent application of asset
transfer and indirect stock transfer rules in sec-
tion 368(a)(1)(A)/(a)(2)(D) reorganization. (i)
Facts. The facts are the same as in Example
8, except that R acquires all of the assets of
Z in a reorganization described in sections
368(a)(1)(A) and (a)(2)(D). Pursuant to the re-
organization, V receives 30 percent of the
stock of F in a section 354 exchange.

(ii) Result. The consequences of the trans-
action are similar to those in Example 8. The
assets of Businesses A and B that are trans-
ferred to R must be tested under section
367(a) and (d) prior to the consideration of
the indirect stock transfer rules of this para-
graph (d). Subject to the conditions and re-
quirements of section 367(a)(5) and §1.367(a)-
7(c), the Business B assets qualify for the ac-
tive trade or business exception under sec-
tion 367(a)(3). Because the Business A assets
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do not qualify for the exception, Z must rec-
ognize $40 of gain under section 367(a) on the
transfer of Business A assets to R. Further,
because V and Z file a consolidated return,
V’s basis in the stock of Z is increased from
$100 to $140 as a result of Z’s $40 gain. Pursu-
ant to paragraphs (d)(1) and (d)(2)(vii)(A)()
of this section, V is deemed to transfer the
stock of a foreign corporation to F in a sec-
tion 354 exchange subject to the rules of
paragraphs (b) and (d) of this section. V’s in-
direct transfer of foreign stock will be tax-
able under section 367(a) unless V enters into
a gain recognition agreement in the amount
of $60 ($200 value of Z stock less $140 adjusted
basis).

Example 11. Concurrent application of section
367(a) and (b) in section 368(a)(1)(A)/(a)(2)(E)
reorganization. (i) Facts. F, a foreign corpora-
tion, owns all the stock of D, a domestic cor-
poration. V, a domestic corporation, owns all
the stock of Z, a foreign corporation. V has
a basis of $100 in the stock of Z which has a
fair market value of $200. D is an operating
corporation with assets valued at $100 with a
basis of $60. In a reorganization described in
sections 368(a)(1)(A) and (a)(2)(E), D merges
into Z, and V exchanges its Z stock for 55
percent of the outstanding F stock.

(ii) Result. Under paragraph (d)(1)(ii) of this
section, V is treated as indirectly transfer-
ring Z stock to F. V must recognize gain on
its indirect transfer of Z stock to F under
section 367(a) (and section 1248 will be appli-
cable) if V does not enter into a gain recogni-
tion agreement with respect to the indirect
stock transfer in accordance with §1.367(a)-8.
Under paragraph (b)(2) of this section, if V
enters into a gain recognition agreement
with respect to the indirect stock transfer,
the exchange will be subject to the provi-
sions of section 367(b) and the regulations
pursuant to such section as well as section
367(a). Under §1.367(b)-4(b), however, no in-
come inclusion is required because, imme-
diately after the exchange, F and Z are con-
trolled foreign corporations with respect to
which V is a section 1248 shareholder. Under
paragraphs (d)(2)(i) and (d)(2)(ii) of this sec-
tion, the transferee foreign corporation is F,
and the transferred corporation is Z (the ac-
quiring corporation). If F disposes (within
the meaning of §1.367(a)-8(j)(1)) of all (or a
portion) of Z stock within the term of the
gain recognition agreement, V must either
file an amended return for the year of the in-
direct stock transfer and include in income,
with interest, the gain realized but not rec-
ognized on the initial exchange or if a valid
election under §1.367(a)-8(c)(2)(vi) was made,
currently recognize the gain and pay the re-
lated interest. Under paragraph (d)(2)(v)(B)
of this section, to determine whether, for
purposes of the gain recognition agreement,
7Z (the transferred corporation) disposes of
substantially all of its assets, only the assets
held by Z immediately before the trans-
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action are taken into account. Because D is
wholly owned by F, a foreign corporation,
the control requirement of section 367(a)(5)
and §1.367(a)-T(c)(1) cannot be satisfied.
Therefore, section 367(a)(5) and §1.367(a)-7(b)
preclude the application of the active trade
or business exception under section 367(a)(3)
to any property transferred by D to Z. Thus,
under section 367(a)(1), D must recognize the
gross amount of gain in each asset trans-
ferred to Z, or $40.

Example 12. Concurrent application of direct
and indirect stock transfer rules. (i) Facts. F, a
foreign corporation, owns all of the stock of
0O, also a foreign corporation. D, a domestic
corporation, owns all of the stock of E, also
a domestic corporation, which owns all of
the stock of N, also a domestic corporation.
Prior to the transactions described in this
Example 12, D, E and N filed a consolidated
income tax return. D has a basis of $100 in
the stock of E, which has a fair market value
of $160. The N stock has a fair market value
of $100, and E has a basis of $60 in such stock.
In addition to the stock of N, E owns the as-
sets of Business X. The assets of Business X
have a fair market value of $60, and E has a
basis of $50 in such assets. Assume that the
Business X assets qualify for nonrecognition
treatment under section 367(a)(3). D does not
own any stock in F (applying the attribution
rules of section 318 as modified by section
958(b)). In a triangular reorganization de-
scribed in section 368(a)(1)(C) and paragraph
(d)(1)(iv) of this section, O acquires all of the
assets of E, and D exchanges its stock in E
for 40% of the voting stock of F'.

(ii) Result. E’s transfer of its assets, includ-
ing the N stock, must be tested under the
general rules of section 367(a) before consid-
eration of D’s indirect transfer of the stock
of E. Subject to the conditions and require-
ments of section 367(a)(5) and §1.367(a)-7(c),
the active trade or business exception under
section 367(a)(3) applies to E’s transfer of
Business X assets. E’s transfer of its N stock
could qualify for nonrecognition treatment
if D satisfies the requirements in §1.367(a)-
3(e)(3). O is the transferee foreign corpora-
tion; N is the transferred corporation. Pursu-
ant to paragraphs (d)(1) and (d)(2)(vii)(A)(I)
of this section, D is deemed to transfer the
stock of a foreign corporation to F in a sec-
tion 354 exchange subject to the rules of
paragraphs (b) and (d) of this section, and
therefore may enter into a gain recognition
agreement for such indirect stock transfer as
provided in paragraph (b) of this section and
§1.367(a)-8. As to this transfer, F' is the trans-
feree foreign corporation; O is the trans-
ferred corporation.

Example 13. Successive section 351 exchanges.
(i) Facts. D, a domestic corporation, owns all
the stock of X, a controlled foreign corpora-
tion that operates an historical business,
which owns all the stock of Y, a controlled
foreign corporation that also operates an
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historical business. The properties of D con-
sist of Business A assets, with an adjusted
basis of $50 and a fair market value of $90,
and Business B assets, with an adjusted basis
of $50 and a fair market value of $110. As-
sume that the Business B assets qualify for
the exception under section 367(a)(3) and
§1.367(a)-2T(c)(2), but that the Business A as-
sets do not qualify for the exception. In an
exchange described in section 351, D trans-
fers the assets of Businesses A and B to X,
and, in connection with the same trans-
action, X transfers the assets of Business B
to Y in another exchange described in sec-
tion 351.

(ii) Result. Under paragraph (d)(1)(vi) of
this section, this transaction is treated as an
indirect stock transfer for purposes of sec-
tion 367(a), but the transaction is not re-
characterized for purposes of section 367(b).
Moreover, under paragraph (d)(2)(vi) of this
section, the assets of Businesses A and B
that are transferred to X must be tested
under section 367(a)(3). The Business A as-
sets, which were not transferred to Y, are
subject to the general rules of section 367(a),
and not the indirect stock transfer rules de-
scribed in this paragraph (d). D must recog-
nize $40 of income on the outbound transfer
of Business A assets. The transfer of the
Business B assets is subject to both the asset
transfer rules (under section 367(a)(3)) and
the indirect stock transfer rules of this para-
graph (d) and §1.367(a)-8. Thus, D’s transfer
of the Business B assets will not be subject
to section 367(a)(1) if D enters into a five-
year gain recognition agreement with re-
spect to the stock of Y. Under paragraphs
(d)(2)(i) and (ii) of this section, X will be
treated as the transferee foreign corporation
and Y will be treated as the transferred cor-
poration for purposes of applying the terms
of the agreement. If X sells all or a portion
of the stock of Y during the term of the
agreement, D will be required to recognize a
proportionate amount of the $60 gain that
was realized by D on the initial transfer of
the Business B assets.

Example 13A. Successive section 351 exchanges
with ultimate domestic transferee. (i) Facts. The
facts are the same as in Example 13, except
that Y is a domestic corporation.

(ii) Result. As in Example 13, D must recog-
nize $40 of income on the outbound transfer
of the Business A assets. Although the Busi-
ness B assets qualify for the exception under
section 367(a)(3) (and end up in U.S. cor-
porate solution, in Y), the $60 of gain real-
ized on the Business B assets is nevertheless
taxable under paragraphs (c¢)(1) and (d)(1)(vi)
of this section because the transaction is
considered to be a transfer by D of stock of
a domestic corporation, Y, in which D re-
ceives more than 50 percent of the stock of
the transferee foreign corporation, X. A gain
recognition agreement is not permitted.
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Example 14. Concurrent application of indi-
rect stock transfer rules and section 367(b). (1)
Facts. F, a foreign corporation, owns all of
the stock of Newco, which is also a foreign
corporation. P, a domestic corporation, owns
all of the stock of S, a foreign corporation
that is a controlled foreign corporation with-
in the meaning of section 957(a). P’s basis in
the stock of S is $560 and the value of S is
$100. The section 1248 amount with respect to
S stock is $30. In a reorganization described
in section 368(a)(1)(C) (and paragraph
(d)(1)(iv) of this section), Newco acquires all
of the properties of S, and P exchanges its
stock in S for 49 percent of the stock of F.

(ii) Result. P’s exchange of S stock for F
stock under section 354 will be taxable under
section 367(a) (and section 1248 will be appli-
cable) if P fails to enter into a 5-year gain
recognition agreement in accordance with
§1.367(a)-8. Under paragraph (b)(2) of this sec-
tion, if P enters into a gain recognition
agreement, the exchange will be subject to
the provisions of section 367(b) and the regu-
lations thereunder as well as section 367(a).
Under §1.367(b)-4(b), P must recognize the
section 1248 amount of $30 because P ex-
changed stock of a controlled foreign cor-
poration, S, for stock of a foreign corpora-
tion that is not a controlled foreign corpora-
tion, F. The indirect stock transfer rules do
not apply with respect to section 367(b). The
deemed dividend of $30 recognized by P will
increase P’s basis in the F stock received in
the transaction, and F’s basis in the Newco
stock. Thus, the amount of the gain recogni-
tion agreement is $20 ($50 gain realized on
the transfer less the $30 inclusion under sec-
tion 367(b)). Under paragraphs (d)(2)(i) and
(ii) of this section, F is treated as the trans-
feree foreign corporation and Newco is the
transferred corporation.

Example 14A. Triangular section 368(a)(1)(C)
reorganization involving foreign acquired cor-
poration. (i) Facts. Assume the same facts as
in Example 14, except that P receives 51 per-
cent of the stock of F.

(ii) Result. Assuming §1.367(b)-4(b) does not
apply, there is no income inclusion under
section 367(b), and the amount of the gain
recognition agreement is $50.

Example 15. Concurrent application of indi-
rect stock transfer rules and section 367(b). (i)
Facts. F, a foreign corporation, owns all of
the stock of Newco, a domestic corporation.
P, a domestic corporation, owns all of the
stock of FC, a foreign corporation. P’s basis
in the stock of FC is $50 and the value of FC
stock is $100. The all earnings and profits
amount with respect to the FC stock held by
P is $60. See §1.367(b)-2(d). In a reorganiza-
tion described in sections 368(a)(1)(A) and
(a)(2)(D) (and paragraph (d)(1)(i) of this sec-
tion), Newco acquires all of the properties of
FC, and P exchanges its stock in FC for 20
percent of the stock in F.
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(ii) Result. P’s section 354 exchange is con-
sidered an indirect stock transfer under
paragraph (d)(1)(i) of this section. Further,
because the assets of FC were acquired by
Newco, a domestic corporation, in an asset
reorganization, the transaction is within
§1.367(b)-3(a) and (b). Because the trans-
action is subject to §1.367(b)-3 and the indi-
rect stock rules of paragraph (d) of this sec-
tion, and because the all earnings and profits
amount with respect to the FC stock ex-
changed by P ($60) is greater than the gain in
such stock subject to section 367(a) ($50), the
section 367(b) rules (and not the section
367(a) rules) apply to the exchange. See
§1.367(a)-3(b)(2)(1)(B). Under the rules of sec-
tion 367(b), P must include in income the all
earnings and profits amount of $60 with re-
spect to its FC stock. See §1.367(b)-3. Alter-
natively, if P’s all earnings and profits
amount with respect to its FC stock were $30
(which is less than the gain in such stock
subject to section 367(a) ($50)), section 367(b)
and the regulations thereunder would not
apply if there is gain recognition under sec-
tion 367(a). Thus, if P failed to enter into a
5-year gain recognition agreement in accord-
ance with §1.367(a)-8, then P would recognize
$60 of gain under section 367(a) and there
would be no income inclusion under section
367(b). If, instead, P enters into a 5-year gain
recognition agreement under §1.367(a)-8,
thereby avoiding immediate gain recognition
on the entire $50 of section 367(a) gain, P is
required to include in income the all earn-
ings and profits amount of $30. In such a
case, P will adjust its basis in the FC stock
pursuant to §1.367(b)-2(e)(3)(ii) and enter into
a gain recognition agreement in the amount
of $20.

Example 16. Direct asset reorganization mot
subject to stock transfer rules. (i) Facts. D is a
domestic corporation that owns all the stock
of F1 and F2, both foreign corporations. In a
reorganization described in section
368(a)(1)(D), F2 acquires all of the assets of
F1, and D receives 30 percent of the stock of
F2 in an exchange described in section 354.

(ii) Result. The section 368(a)(1)(D) reorga-
nization is not an indirect stock transfer de-
scribed in paragraph (d) of this section.
Moreover, the section 354 exchange by D of
F1 stock for F2 stock is not an exchange de-
scribed under section 367(a). See paragraph
(a)(2)(ii) of this section.

(e) Transfers of stock or securities by a
domestic corporation to a foreign corpora-
tion in a section 361 exchange—(1) Over-
view—(1) Scope and definitions. This
paragraph (e) applies to a domestic cor-
poration (U.S. transferor) that trans-
fers stock or securities of a domestic or
foreign corporation (transferred stock
or securities) to a foreign corporation
(foreign acquiring corporation) in a
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section 361 exchange. Except as other-
wise provided in this paragraph (e),
paragraphs (b) and (c) of this section do
not apply to the U.S. transferor’s
transfer of the transferred stock or se-
curities in the section 361 exchange.
For purposes of this paragraph (e), the
definitions of control group, control
group member, and non-control group
member in §1.367(a)-7(f)(1), ownership
interest percentage in §1.367(a)-T(f)(7),
section 361 exchange in §1.367(a)-7(f)(8),
and U.S. transferor shareholder in
§1.367(a)-7(f)(13), apply.

(ii) Ordering rules. Except as other-
wise provided, this paragraph (e) ap-
plies to the transfer of the transferred
stock or securities in the section 361
exchange prior to the application of
any other provision of section 367 to
such transfer. Furthermore, any gain
recognized (including gain treated as a
deemed dividend pursuant to section
1248(a)) by the U.S. transferor under
this paragraph (e) shall be taken into
account for purposes of applying any
other provision of section 367 (includ-
ing §§1.367(a)-6, 1.367(a)-7, and 1.367(b)-
4) to the transfer of the transferred
stock or securities.

(2) General rule. Except as provided in
paragraph (e)(3) of this section, the
transfer by the U.S. transferor of the
transferred stock or securities to the
foreign acquiring corporation in the
section 361 exchange shall be subject to
section 367(a)(1), and therefore the U.S.
transferor shall recognize any gain (but
not loss) realized with respect to the
transferred stock or securities. Real-
ized gain is recognized pursuant to the
prior sentence notwithstanding that
the transfer is described in any other
nonrecognition provision enumerated
in section 367(a)(1) (such as section 351
or 354).

(3) Ezxception. The general rule of
paragraph (e)(2) of this section shall
not apply if the conditions of para-
graphs (e)(3)(i), (ii), and (iii) of this sec-
tion are satisfied.

(i) The conditions set forth in
§1.367(a)-7(c) are satisfied with respect
to the section 361 exchange.

(ii) If the transferred stock or securi-
ties are of a domestic corporation, the
U.S. target company (as defined in
paragraph (c)(1) of this section) com-
plies with the reporting requirements
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of paragraph (c)(6) of this section, and
the conditions of paragraphs (c)(1)(i),
(ii), and (iv) of this section are satisfied
with respect to the transferred stock or
securities.

(iii) If the U.S. transferor owns (ap-
plying the attribution rules of section
318, as modified by section 958(b)) five
percent or more of the total voting
power or the total value of the stock of
the transferee foreign corporation im-
mediately after the transfer of the
transferred stock or securities in the
section 361 exchange, then the condi-
tions set forth in paragraphs
(e)(3)(iii)(A), (B), and (C) of this section
are satisfied.

(A) Except as otherwise provided in
this paragraph (e)(3)(iii)(A), each U.S.
transferor shareholder that is a quali-
fied U.S. person (as defined in para-
graph (e)(6)(vii) of this section) owning
(applying the attribution rules of sec-
tion 318, as modified by section 958(b))
five percent or more of the total voting
power or the total value of the stock of
the transferee foreign corporation im-
mediately after the reorganization en-
ters into a gain recognition agreement
that satisfies the conditions of para-
graph (e)(6) of this section and
§1.367(a)-8. A U.S. transferor share-
holder is not required to enter into a
gain recognition agreement pursuant
to this paragraph if the amount of gain
that would be subject to the gain rec-
ognition agreement (as determined
under paragraph (e)(6)(i) of this sec-
tion) is zero.

(B) With respect to non-control group
members that are not described in
paragraph (e)(3)(iii)(A) of this section,
the U.S. transferor recognizes gain
equal to the product of the aggregate
ownership interest percentage of such
non-control group members multiplied
by the gain realized by the U.S. trans-
feror on the transfer of the transferred
stock or securities.

(C) With respect to each control
group member that is not described in
paragraph (e)(3)(iii)(A) of this section,
the U.S. transferor recognizes gain
equal to the product of the ownership
interest percentage of such control
group member multiplied by the gain
realized by the U.S. transferor on the
transfer of the transferred stock or se-
curities.
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(4) Application of certain rules at U.S.
transferor-level. For purposes of para-
graphs (c)(5)(iii) and (e)(3)(ii) and (iii)
of this section, ownership of the stock
of the transferee foreign corporation is
determined by reference to stock
owned by the U.S. transferor imme-
diately after the transfer of the trans-
ferred stock or securities to the foreign
acquiring corporation in the section 361
exchange, but prior to and without
taking into account the U.S. trans-
feror’s distribution under section
361(c)(1) of the stock received.

(5) Transferee foreign corporation—(i)
General rule. Except as provided in
paragraph (e)(5)(ii) of this section, the
transferee foreign corporation for pur-
poses of applying paragraph (e) of this
section and §1.367(a)-8 shall be the for-
eign corporation that issues stock or
securities to the U.S. transferor in the
section 361 exchange.

(i1) Special rule for triangular asset re-
organizations involving the receipt of
stock or securities of a domestic corpora-
tion. In the case of a triangular asset
reorganization described in §1.358-
(6)(b)(2)(1), (ii), or (iii) or (b)(2)(V) (tri-
angular asset reorganization) in which
the U.S. transferor receives stock or
securities of a domestic corporation
that is in control (within the meaning
of section 368(c)) of the foreign acquir-
ing corporation, the transferee foreign
corporation shall be the foreign acquir-
ing corporation.

(6) Special requirements for gain rec-
ognition agreements. A gain recognition
agreement filed by a U.S. transferor
shareholder pursuant to paragraph
(e)(3)(iii)(A) of this section is, in addi-
tion to the terms and conditions of
§1.367(a)-8, subject to the conditions of
this paragraph (e)(6).

(i) The amount of gain subject to the
gain recognition agreement shall equal
the product of the ownership interest
percentage of the U.S. transferor share-
holder multiplied by the gain realized
by the U.S. transferor on the transfer
of the transferred stock or securities,
reduced (but not below zero) by the
sum of the amounts described in para-
graphs (e)(6)(1)(A),(B), (C), and (D) of
this section.

(A) Gain recognized by the TU.S.
transferor with respect to the trans-
ferred stock or securities under section
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367(a)(1) (including any portion treated
as a deemed dividend under section
1248(a)) that is attributable to such
U.S. transferor shareholder pursuant to
§1.367(a)-7(c)(2) or (e)(5).

(B) A deemed dividend included in
the income of the U.S. transferor with
respect to the transferred stock under
§1.367(b)-4(b)(1)(i) that is attributable
to such U.S. transferor shareholder
pursuant to §1.367(a)-7(e)(4).

(C) If the U.S. transferor shareholder
is subject to an election under
§1.1248(f)-2(c)(1), a deemed dividend in-
cluded in the income of the U.S. trans-
feror pursuant to §1.1248(f)-2(c)(3) that
is attributable to the U.S. transferor
shareholder.

(D) If the U.S. transferor shareholder
is not subject to an election under
§1.1248(f)-2(c)(1), the hypothetical sec-
tion 1248 amount (as defined in
§1.1248(f)-1(c)(4)) with respect to the
stock of each foreign corporation
transferred in the section 361 exchange
attributable to the U.S. transferor
shareholder.

(ii) The gain recognition agreement
shall include the election described in
§1.367(a)-8(c)(2)(vi).

(iii) The gain recognition agreement
shall designate the U.S. transferor
shareholder as the U.S. transferor for
purposes of §1.367(a)-8.

(iv) If the transfer of the transferred
stock or securities in the section 361
exchange is pursuant to a triangular
asset reorganization, the gain recogni-
tion agreement shall include appro-
priate provisions that are consistent
with the principles of §1.367(a)-8 for
gain recognition agreements involving
multiple parties. See §1.367(a)-8(j)(9).

(v) The gain recognition agreement
shall not be eligible for termination
upon a taxable disposition pursuant to
§1.367(a)-8(0)(1) unless the value of the
stock or securities received by the U.S.
transferor shareholder in exchange for
the stock or securities of the U.S.
transferor under section 354 or 356 is at
least equal to the amount of gain sub-
ject to the gain recognition agreement
filed by such U.S. transferor share-
holder.

(vi) Except as otherwise provided in
this paragraph (e)(6)(vi), if gain is sub-
sequently recognized by the U.S. trans-
feror shareholder under the terms of
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the gain recognition agreement pursu-
ant to §1.367(a)-8(c)(1)(i), the increase
in stock basis provided under §1.367(a)-
8(c)(4)(1) with respect to the stock re-
ceived by the U.S. transferor share-
holder shall not exceed the amount of
the stock basis adjustment made pur-
suant to §1.367(a)-7(c)(3) with respect
to the stock received by the U.S. trans-
feror shareholder. This paragraph
(e)(6)(vi) shall not apply if the U.S.
transferor shareholder and the U.S.
transferor are members of the same
consolidated group at the time of the
reorganization.

(vii) For purposes of this section, a
qualified U.S. person means a U.S. per-
son, as defined in §1.367(a)-1T(d)(1), but
for this purpose does not include do-
mestic partnerships, regulated invest-
ment companies (as defined in section
8561(a)), real estate investment trusts
(as defined in section 856(a)), and S cor-
porations (as defined in section 1361(a)).

(7 Gain subject to section 1248(a). If
the U.S. transferor recognizes gain
under paragraphs (e)(3)(iii)(B) or (C) of
this section with respect to transferred
stock that is stock in a foreign cor-
poration to which section 1248(a) ap-
plies, then the portion of such gain
treated as a deemed dividend under
section 1248(a) is the product of the
amount of the gain multiplied by the
section 1248(a) ratio. The section
1248(a) ratio is the ratio of the amount
that would be treated as a deemed divi-
dend under section 1248(a) if all the
gain in the transferred stock were rec-
ognized to the amount of gain realized
in all the transferred stock.

(8) Examples. The following examples
illustrate the provisions of paragraph
(e) of this section. Except as otherwise
indicated: US1, US2, and UST are do-
mestic corporations that are not mem-
bers of a consolidated group; X is a
United States citizen; US1, US2, and X
are unrelated parties; CFC1, CFC2, and
FA are foreign corporations; each cor-
poration described herein has a single
class of stock issued and outstanding
and a tax year ending on December 31;
the section 1248 amount (within the
meaning of §1.367(b)-2(c)) with respect
to the stock of CFC1 and CFC2 is zero;
Asset A is section 367(a) property that,
but for the application of section
367(a)(5), would qualify for the active
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foreign trade or business exception
under §1.367(a)-2T; the requirements of
§1.367(a)-7(c)(2) through (b) are satisfied
with respect to a section 361 exchange;
the provisions of §1.367(a)-6T (regard-
ing branch loss recapture) are not ap-
plicable; and none of the foreign cor-
porations in the examples is a surro-
gate foreign corporation (within the
meaning of section 7874) as a result of
the transactions described in the exam-
ples because one or more of the condi-
tions of section 7874(a)(2)(B) is not sat-
isfied.

Example 1. U.S. transferor owns less than 5%
of stock of transferee foreign corporation—(i)
Facts. US1, US2, and X own 80%, 5%, and 15%,
respectively, of the stock of UST with a fair
market value of $160x, $10x, and $30x, respec-
tively. UST has two assets, Asset A and 100%
of the stock of CFC1. UST has no liabilities.
Asset A has a $150x basis and $100x fair mar-
ket value (as defined in §1.367(a)-7(f)(3)), and
the CFC1 stock has a $0x basis and $100x fair
market value. UST transfers Asset A and the
CFC1 stock to FA solely in exchange for
$200x of FA voting stock in a reorganization
described in section 368(a)(1)(C). UST’s trans-
fer of Asset A and the CFC1l stock to FA
qualifies as a section 361 exchange. UST dis-
tributes the FA stock received in the section
361 exchange to US1, US2, and X pursuant to
the plan of reorganization, and liquidates.
US1 receives $160x of FA stock, US2 receives
$10x of FA stock, and X receives $30x of FA
stock in exchange for the UST stock. Imme-
diately after the transfer of Asset A and the
CFC1 stock to FA in the section 361 ex-
change, but prior to and without taking into
account UST’s distribution of the FA stock
pursuant to section 361(c)(1), UST does not
own (applying the attribution rules of sec-
tion 318, as modified by section 958(b)) five
percent or more of the total voting power or
the total value of the stock of FA.

(ii) Result—(A) UST’s transfer of the CFC1
stock to FA in the section 361 exchange is
subject to the provisions of this paragraph
(e), and this paragraph (e) applies to the
transfer of the CFC1 stock prior to the appli-
cation of any other provision of section 367
to such transfer. See paragraphs (e)(1)(i) and
(ii) of this section. Pursuant to the general
rule of paragraph (e)(2) of this section, UST
must recognize the gain realized of $100x on
the transfer of the CFC1 stock (computed as
the excess of the $100x fair market value over
the $0x basis) unless the requirements for the
exception provided in paragraph (e)(3) of this
section are satisfied. In this case, the re-
quirements of paragraph (e)(3) of this section
are satisfied. First, the requirement of para-
graph (e)(3)(1) of this section is satisfied be-
cause the control requirement of §1.367(a)-
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T(c)(1) is satisfied, and a stated assumption is
that the requirements of §1.367(a)-7(c)(2)
through (5) will be satisfied. The control re-
quirement is satisfied because US1 and US2,
each a control group member, own in the ag-
gregate 85% of the stock of UST immediately
before the reorganization. Second, the re-
quirement of paragraph (e)(3)(ii) of this sec-
tion is not applicable because that paragraph
applies to the transfer of stock of a domestic
corporation and CFC1 is a foreign corpora-
tion. Third, paragraph (e)(3)(iii) of this sec-
tion is not applicable because immediately
after the section 361 exchange, but prior to
and without taking into account UST’s dis-
tribution of the FA stock pursuant to sec-
tion 361(c)(1), UST does not own (applying
the attribution rules of section 318, as modi-
fied by section 958(b)) 5% or more of the total
voting power or the total value of the stock
of FA. See paragraph (e)(4) of this section.
Accordingly, UST does not recognize the
$100x of gain realized in the CFC1 stock pur-
suant to this section.

(B) In order to meet the requirements of
§1.367(a)-7(c)(2)(1), UST must recognize gain
equal to the portion of the inside gain (as de-
fined in §1.367(a)-7(f)(5)) attributable to non-
control group members (X), or $7.50x. The
$7.50x of gain is computed as the product of
the inside gain ($50x) multiplied by X’s own-
ership interest percentage in UST (156%).
Pursuant to §1.367(a)-7(f)(5), the $50x of in-
side gain is the amount by which the aggre-
gate fair market value ($200x) of the section
367(a) property (as defined in §1.367(a)-
7(£)(10), or Asset A and the CFC1 stock) ex-
ceeds the sum of the inside basis ($150x) of
such property and the product of the section
367(a) percentage (as defined in §1.367(a)-
7(£)(9), or 100%) multiplied by UST’s deduct-
ible liabilities (as defined in §1.367(a)-7(f)(2),
or $0x). Pursuant to §1.367(a)-7(f)(4), the in-
side basis equals the aggregate basis of the
section 367(a) property transferred in the sec-
tion 361 exchange ($150x), increased by any
gain or deemed dividends recognized by UST
with respect to the section 367(a) property
under section 367 ($0x), but not including the
$7.50x of gain recognized by UST under
§1.367(a)-T(c)(2)(1). Pursuant to §1.367(a)-
7(e)(1), the $7.50x of gain recognized by UST
is treated as recognized with respect to the
CFC1 stock and Asset A in proportion to the
amount of gain realized in each. However,
because there is no gain realized by UST
with respect to Asset A, all $7.50x of the gain
is allocated to the CFC1 stock. Furthermore,
FA’s basis in the CFC1 stock, as determined
under section 362 is increased by the $7.50x of
gain recognized by UST. See §1.367(a)-
1) E)(B).

(C) The requirement to recognize gain
under §1.367(a)-7(c)(2)(ii) is not applicable be-
cause the portion of the inside gain attrib-
utable to US1 and US2 (control group mem-
bers) can be preserved in the stock received
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by each such shareholder. As described in
paragraph (ii)(B) of this Example 1, the inside
gain is $60x. US1’s attributable inside gain of
$40x (equal to the product of $50x inside gain
multiplied by US1’s 80% ownership interest
percentage, reduced by $0x, the sum of the
amounts described in §1.367(a)—
T(c)(2)(ii)(A)() through (3)) does not exceed
$160x (equal to the product of the section
367(a) percentage of 100% multiplied by $160x
fair market value of FA stock received by
US1). Similarly, US2’s attributable inside
gain of $2.50x (equal to the product of $50x in-
side gain multiplied by US2’s 5% ownership
interest percentage, reduced by $0x, the sum
of the amounts described in §1.367(a)-
7(c)(2)(i1)(A)(1) through (3)) does not exceed
$10x (equal to the product of the section
367(a) percentage of 100% multiplied by $10x
fair market value of FA stock received by
US2).

(D) Each control group member (US1 and
US2) must separately compute any required
adjustment to stock basis under §1.367(a)-
7(c)(3).

Example 2. U.S. transferor owns 5% or more
of the stock of the transferee foreign corpora-
tion—(i) Facts. The facts are the same as in
paragraph (e), Example 1, of this section ex-
cept that immediately after the section 361
exchange, but prior to and without taking
into account UST’s distribution of the FA
stock pursuant to section 361(c)(1), UST owns
(applying the attribution rules of section 318,
as modified by section 958(b)) 5% or more of
the total voting power or value of the stock
of FA. Furthermore, immediately after the
reorganization, US1 and X (but not US2) each
own (applying the attribution rules of sec-
tion 318, as modified by section 958(b)) five
percent or more of the total voting power or
value of the stock of FA.

(ii) Result—(A) As is the case with para-
graph (e), Example 1, of this section, UST’s
transfer of the CFC1 stock to FA in the sec-
tion 361 exchange is subject to the provisions
of this paragraph (e), and this paragraph (e)
applies to the transfer of the CFC1 stock
prior to the application of any other provi-
sion of section 367 to such transfer. See para-
graphs (e)(1)(i) and (ii) of this section. In ad-
dition, UST must recognize the gain realized
of $100x on the transfer of the CFC1 stock
(computed as the excess of the $100x fair
market value over the $0x basis) unless the
requirements for the exception provided in
paragraph (e)(3) of this section are satisfied.
For the same reasons provided in Example 1,
the requirement in paragraph (e)(3)(i) of this
section is satisfied and the requirement of
paragraph (e)(3)(ii) of this section is not ap-
plicable.

(B) Unlike paragraph (e), Example 1, of this
section, however, UST owns 5% or more of
the voting power or value of the stock of FA
immediately after the transfer of the CFC1
stock in the section 361 exchange, but prior
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to and without taking into account UST’s
distribution of the FA stock under section
361(c)(1). As a result, paragraph (e)(3)(iii) of
this section is applicable to the section 361
exchange of the CFC1 stock. Accordingly, in
order to meet the requirements of paragraph
(e)(3)(iii)(A) of this section US1 and X must
enter into gain recognition agreements that
satisfy the requirements of paragraph (e)(6)
of this section and §1.367(a)-8. See paragraph
(i1)(G&) of this Example 2 for the computation
of the amount of gain subject to each gain
recognition agreement.

(C) In order to meet the requirements of
paragraph (e)(3)(iii)(C) of this section, UST
must recognize $6x of gain attributable to
US2 (computed as the product of the $100x of
gain realized with respect to the transfer of
the CFC1 stock multiplied by the 5% owner-
ship interest percentage of US2). The $56x of
gain recognized is not included in the com-
putation of inside basis (see §1.367(a)-
7(f)(4)(1)), but reduces (but not below zero)
the amount of gain recognized by UST pursu-
ant to §1.367(a)-7(c)(2)(ii) that is attributable
to US2. Furthermore, FA’s basis in the CFC1
stock as determined under section 362 is in-
creased for the $56x of gain recognized. See
§1.367(a)-1(b)(4)(I)(B). Assuming US1 and X
enter into the gain recognition agreements
described in paragraph (ii)(B) of this Example
2, and UST recognizes the $56x of gain de-
scribed in this example, the requirements of
paragraph (e)(3) of this section are satisfied
and, accordingly, UST does not recognize the
remaining $956x of gain realized in the CFC1
stock pursuant to this section.

(D) As described in paragraph (ii)(B) of Ez-
ample 1 of this paragraph (e), UST must rec-
ognize $7.50x of gain pursuant to §1.367(a)-
7(c)(2)(1), the amount of the $50x of inside
gain attributable to X. Pursuant to §1.367(a)-
7(e)(1), the $7.50x of gain recognized by UST
is treated as recognized with respect to the
CFC1 stock and Asset A in proportion to the
amount of gain realized in each. However,
because there is no gain realized by UST
with respect to Asset A, all $7.50x of the gain
is allocated to the CFC1 stock. Furthermore,
FA’s basis in the CFC1 stock as determined
under section 362 is increased for the $7.50x
of gain recognized. See §1.367(a)-1(b)(4)({1)(B).

(E) As described in paragraph (ii)(C) of Ex-
ample 1 of this paragraph (e), the require-
ment to recognize gain pursuant to §1.367(a)—
T(c)(2)(ii) is not applicable because the at-
tributable inside gain of US1 and US2 can be
preserved in the stock received by each
shareholder. However, if UST were required
to recognize gain pursuant to §1.367(a)-
7(c)(2)(ii) for inside gain attributable to US2
(for example, if US2 received solely cash
rather than FA stock in the reorganization),
the amount of such gain would be reduced
(but not below zero) by the amount of gain
recognized by UST pursuant to paragraph
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(e)(3)(iii)(C) of this section that is attrib-
utable to US2 (computed as $5x in paragraph
(ii)(C) of this Erxample 2). See §1.367(a)-
7(c)(2)(AD(AXD).

(F) Each control group member (US1 and
US2) must separately compute any required
adjustment to stock basis under §1.367(a)-
7(c)(3).

(G) The amount of gain subject to the gain
recognition agreement filed by each of US1
and X is determined pursuant to paragraph
(e)(6)(i) of this section. With respect to USI,
the amount of gain subject to the gain rec-
ognition agreement is $80x. The $80x is com-
puted as the product of US1’s ownership in-
terest percentage (80%) multiplied by the
gain realized by UST in the CFC1 stock as
determined prior to taking into account the
application of any other provision of section
367 ($100x), reduced by the sum of the
amounts described in paragraphs (e)(6)(i)(A)
through (D) of this section attributable to
US1 ($0x). With respect to X, the amount of
gain subject to the gain recognition agree-
ment is $7.50x. The $7.50x is computed as the
product of X’s ownership interest percentage
(16%) multiplied by the gain realized by UST
in the CFC1 stock as determined prior to
taking into account the application of any
other provision of section 367 ($100x), reduced
by the sum of the amounts described in para-
graphs (e)(6)(i)(A) through (D) of this section
attributable to X (8$7.50x, as computed in
paragraph (ii)(D) of this Example 2).

(H) In order the meet the requirements of
paragraph (e)(6)(ii) of this section, each gain
recognition agreement must include the
election described in §1.367(a)-8(c)(2)(vi).
Furthermore, pursuant to paragraph
(e)(6)(iii) of this section, US1 and X must be
designated as the U.S. transferor on their re-
spective gain recognition agreements for
purposes of §1.367(a)-8.

Example 3. U.S. transferor owns 5% or more
of the stock of the transferee foreign corpora-
tion; interaction with section 1248(f)—@{) Facts.
US1, US2, and X own 50%, 30%, and 20%, re-
spectively, of the stock of UST. The UST
stock owned by US1 has a $180x basis and
$200x fair market value; the UST stock
owned by US2 has a $100x basis and $120x fair
market value; and the UST stock owned by
X has a $80x fair market value. UST owns
Asset A, and all the stock of CFC1 and CFC2.
UST has no liabilities. Asset A has a $10x
basis and $200x fair market value. The CFC1
stock is a single block of stock (as defined in
§1.1248(f)-1(c)(2)) with a $20x basis, $40x fair
market value, and $30x of earnings and prof-
its attributable to it for purposes of section
1248 (with the result that the section 1248
amount (as defined in §1.1248(f)-1(c)(9)) is
$20x). The CFC2 stock is also a single block
of stock with a $30x basis, $160x fair market
value, and $150x of earnings and profits at-
tributable to it for purposes of section 1248
(with the result that the section 1248 amount
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is $130x). On December 31, Year 3, in a reorga-
nization described in section 368(a)(1)(D),
UST transfers the CFC1 stock, CFC2 stock,
and Asset A to FA in exchange for 60 shares
of FA stock with a $400x fair market value.
UST’s transfer of the CFCl stock, CFC2
stock, and Asset A to FA in exchange for the
60 shares of FA stock qualifies as a section
361 exchange. UST distributes the FA stock
received in the section 361 exchange to USI,
US2, and X pursuant to section 361(c)(1). US1,
US2, and X exchange their UST stock for 30,
18, and 12 shares, respectively, of FA stock
pursuant to section 354. Immediately after
the reorganization, FA has 100 shares of
stock outstanding, and US1 and US2 are each
a section 1248 shareholder with respect to
FA.

(ii) Result—(A) UST’s transfer of the CFC1
stock and CFC2 stock to FA in the section
361 exchange is subject to the provisions of
this paragraph (e), and this paragraph (e) ap-
plies to the transfer of the CFC1 stock and
CFC2 stock prior to the application of any
other provision of section 367 to such trans-
fer. See paragraphs (e)(1)(i) and (ii) of this
section. Pursuant to the general rule of para-
graph (e)(2) of this section, UST must recog-
nize the gain realized of $20x on the transfer
of the CFC1 stock (the excess of $40x fair
market value over $20x basis) and the gain
realized of $130x on the transfer of the CFC2
stock (the excess of $160x fair market value
over $30x basis), subject to the application of
section 1248(a), unless the requirements for
the exception provided in paragraph (e)(3) of
this section are satisfied. In this case, the re-
quirement of paragraph (e)(3)(i) of this sec-
tion is satisfied because the control require-
ment of §1.367(a)-7(c)(1) is satisfied, and a
stated assumption is that the requirements
of §1.367(a)-7(c)(2) through (5) will be satis-
fied. The control requirement is satisfied be-
cause US1 and US2, each a control group
member, own in the aggregate 80% of the
UST stock immediately before the reorga-
nization. The requirement of paragraph
(e)(3)(ii) of this section is not applicable be-
cause paragraph (e)(3)(ii) applies to the
transfer of stock of a domestic corporation,
and CFC1 and CFC2 are foreign corporations.
UST owns 5% or more of the total voting
power or value of the stock of FA (60%, or 60
of the 100 shares of FA stock outstanding)
immediately after the transfer of the CFC1
stock and CFC2 stock in the section 361 ex-
change, but prior to and without taking into
account UST’s distribution of the FA stock
under section 361(c)(1). As a result, para-
graph (e)(3)(iii) of this section is applicable
to the section 361 exchange of the CFC1
stock and CFC2 stock. US1, US2, and X each
own (applying the attribution rules of sec-
tion 318, as modified by section 958(b)) 5% or
more of the total voting power or value of
the FA stock immediately after the reorga-
nization, or 30%, 18%, and 12%, respectively.
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Accordingly, in order to meet the require-
ments of paragraph (e)(3)(iii)(A) of this sec-
tion, US1 and US2 must enter into gain rec-
ognition agreements with respect to the
CFC1 stock and CFC2 stock that satisfy the
requirements of paragraph (e)(6) of this sec-
tion and §1.367(a)-8. X is not required to
enter into a gain recognition agreement be-
cause the amount of gain that would be sub-
ject to the gain recognition agreement is
zero. See paragraph (ii)(J) of this Example 3
for the computation of the amount of gain
subject to each gain recognition agreement.
Assuming US1 and US2 enter into the gain
recognitions agreements described above,
the requirements of paragraph (e)(3) of this
section are satisfied and accordingly, UST
does not recognize the gain realized of $20x
in the stock of CFC1 or the gain realized of
$130x in the stock of CFC2 pursuant to this
section.

(B) UST’s transfer of the CFC1 stock and
CFC2 stock to FA pursuant to the section 361
exchange is subject to §1.367(b)-4(b)(1)({),
which applies prior to the application of
§1.367(a)-T(c). See paragraph (e)(1) of this sec-
tion. UST (the exchanging shareholder) is a
U.S. person and a section 1248 shareholder
with respect to CFC1 and CFC2 (each a for-
eign acquired corporation). However, UST is
not required to include in income as a
deemed dividend the section 1248 amount
with respect to the CFC1 stock ($20x) or
CFC2 stock ($130x) under §1.367(b)—4(b)(1)(1)
because, immediately after UST’s section 361
exchange of the CFC1 stock and CFC2 stock
for FA stock (and before the distribution of
the FA stock to USI1, US2, and X under sec-
tion 361(c)(1), FA, CFC1, and CFC2 are con-
trolled foreign corporations as to which UST
is a section 1248 shareholder. See §1.367(b)—
4(b)(1)(ii)(A). However, if UST were required
to include in income as a deemed dividend
the section 1248 amount with respect to the
CFC1 stock or CFC2 stock (for example, if
FA were not a controlled foreign corpora-
tion), such deemed dividend would be taken
into account prior to the application of
§1.367(a)-7(c). Furthermore, because USI,
US2, and X are all persons described in para-
graph (e)(3)(iii)(A) of this section, any such
deemed dividend would increase inside basis.
See §1.367(a)-7(£)(4).

(C) In order to meet the requirements of
§1.367(a)-7(c)(2)(i), UST must recognize gain
equal to the portion of the inside gain attrib-
utable to non-control group members (X), or
$68x. The $68x of gain is computed as the
product of the inside gain ($340x) multiplied
by X’s ownership interest percentage in UST
(20%), reduced (but not below zero) by $0x,
the sum of the amounts described in
§1.367(a)-7(c)(2)(1)(A) through (C). Pursuant
to §1.367(a)-7(f)(5), the $340x of inside gain is
the amount by which the aggregate fair mar-
ket value ($400x) of the section 367(a) prop-
erty (Asset A, CFC1 stock, and CFC2 stock)
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exceeds the sum of the inside basis ($60x) and
$0x (the product of the section 367(a) percent-
age (100%) multiplied by UST’s deductible li-
abilities ($0x)). Pursuant to §1.367(a)-7(f)(4),
the inside basis equals the aggregate basis of
the section 367(a) property transferred in the
section 361 exchange ($60x), increased by any
gain or deemed dividends recognized by UST
with respect to the section 367(a) property
under section 367 ($0x), but not including the
$68x of gain recognized by UST under
§1.367(a)-7(c)(2)(1). Under §1.367(a)-7(e)(1), the
$68x gain recognized is treated as being with
respect to the CFC1 stock, CFC2 stock, and
Asset A in proportion to the amount of gain
realized by UST on the transfer of the prop-
erty. The amount treated as recognized with
respect to the CFC1 stock is $4x ($68x gain
multiplied by $20x/$340x). The amount treat-
ed as recognized with respect to the CFC2
stock is $26x ($68x gain multiplied by $130x/
$340x). The amount treated as recognized
with respect to Asset A is $38x ($68x gain
multiplied by $190x/$340x). Under section
1248(a), UST must include in gross income as
a dividend the $4x gain recognized with re-
spect to the CFCl stock and the $26x gain
recognized with respect to CFC2 stock. Fur-
thermore, FA’s basis in the CFC1l stock,
CFC2 stock, and Asset A, as determined
under section 362, is increased by the amount
of gain recognized by UST with respect to
such property. See §1.367(a)-1(b)(4)({1)(B).
Thus, FA’s basis in the CFC1 stock is $24x
($20x increased by $4x of gain), the CFC2
stock is $566x ($30x increased by $26x of gain),
and Asset A is $48x ($10x increased by $38x of
gain).

(D) The requirement to recognize gain
under §1.367(a)-7(c)(2)(ii) is not applicable be-
cause the portion of the inside gain attrib-
utable to US1 and US2 (control group mem-
bers) can be preserved in the stock received
by each such shareholder. As described in
paragraph (ii)(C) of this Example 3, the in-
side gain is $340x. US1l’s attributable inside
gain of $170x (equal to the product of $340x
inside gain multiplied by US1’s 50% owner-
ship interest percentage, reduced by $0x, the
sum of the amounts described in §1.367(a)-
7(c)(2)(i1)(A)(1) through (3)) does not exceed
$200x (equal to the product of the section
367(a) percentage of 100% multiplied by $200x
fair market value of FA stock received by
US1). Similarly, US2’s attributable inside
gain of $102x (equal to the product of $340x
inside gain multiplied by US2’s 30% owner-
ship interest percentage, reduced by $0x, the
sum of the amounts described in §1.367(a)-
7(c)(2)(i1)(A)(1) through (3)) does not exceed
$120x (equal to the product of the section
367(a) percentage of 100% multiplied by $120x
fair market value of FA stock received by
US2).

(E) Each control group member (US1 and
US2) separately computes any required ad-
justment to stock basis under §1.367(a)-
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T(c)(3). USIl’s section 358 basis in the FA
stock received of $180x (equal to US1l’s basis
in the UST stock exchanged) is reduced to
preserve the attributable inside gain with re-
spect to US1, less any gain recognized with
respect to US1 under §1.367(a)-7(c)(2)(ii). Be-
cause UST does not recognize gain on the
section 361 exchange with respect to US1
under §1.367(a)-7(c)(2)(ii) (as determined in
paragraph (ii)(D) of this Example 3), the at-
tributable inside gain of $170x with respect
to US1 is not reduced under §1.367(a)-
T(c)(3)(i)(A). US1’s outside gain (as defined in
§1.367(a)-7(f)(6)) in the FA stock is $20x, the
product of the section 367(a) percentage
(100%) multiplied by the $20x gain (equal to
the difference between $200x fair market
value and $180x section 358 basis in the FA
stock). Thus, US1’s $180x section 358 basis in
the FA stock must be reduced by $150x (the
excess of $170x attributable inside gain, re-
duced by $0x, over $20x outside gain) to $30x.
Similarly, US2’s section 358 basis in the FA
stock received of $100x (equal to US2’s basis
in the UST stock exchanged) is reduced to
preserve the attributable inside gain with re-
spect to US2, less any gain recognized with
respect to US2 under §1.367(a)-7(c)(2)(ii). Be-
cause UST does not recognize gain on the
section 361 exchange with respect to US2
under §1.367(a)-7(c)(2)(ii) (as determined in
paragraph (ii)(D) of this Example 3), the at-
tributable inside gain of $102x with respect
to US2 is not reduced under §1.367(a)-
T(c)(3)([1)(A). US2’s outside gain in the FA
stock is $20x, the product of the section
367(a) percentage (100%) multiplied by the
$20x gain (equal to the difference between
$120x fair market value and $100x section 358
basis in FA stock). Thus, US2’s $100x section
358 basis in the FA stock must be reduced by
$82x (the excess of $102x attributable inside
gain, reduced by $0x, over $20x outside gain)
to $18x.

(F) UST’s distribution of the FA stock to
US1, US2, and X under section 361(c)(1) (new
stock distribution) is subject to §1.1248(f)—
1(b)(3). Except as provided in §1.1248(f)-2(c),
under §1.1248(f)-1(b)(3) UST must include in
gross income as a dividend the total section
1248(f) amount (as defined in §1.1248(f)-
1(c)(14)). The total section 1248(f) amount is
$120x, the sum of the section 1248(f) amount
(as defined in §1.1248(f)-1(c)(10)) with respect
to the CFC1l stock ($16x) and CFC2 stock
($104x). The $16x section 1248(f) amount with
respect to the CFC1 stock is the amount that
UST would have included in income as a div-
idend under §1.367(b)-4(b)(1)(i) with respect
to the CFCl stock if the requirements of
§1.367(b)-4(b)(1)(ii1)(A) had not been satisfied
($20x), reduced by the amount of gain recog-
nized by UST under §1.367(a)-7(c)(2) allocable
to the CFC1 stock and treated as a dividend
under section 1248(a) ($4x, as described in
paragraph (ii)(C) of this Example 3). Simi-
larly, the section 1248(f) amount with respect

26 CFR Ch. | (4-1-16 Edition)

to the CFC2 stock is $104x ($130x reduced by
$26x).

(G) If, however, UST along with US1 and
US2 (each a section 1248 shareholder of FA
immediately after the distribution) elect to
apply the provisions of §1.1248(f)-2(c) (as pro-
vided in §1.1248(f)-2(c)(1)), the amount that
UST is required to include in income as a
dividend under §1.1248(f)-1(b)(3) ($120x total
section 1248(f) amount as computed in para-
graph (ii)(F) of this Example 3) is reduced by
the sum of the portions of the section 1248(f)
amount with respect to the CFC1 stock and
CFC2 stock that is attributable (under the
rules of §1.1248(f)-2(d)) to the FA stock dis-
tributed to US1 and US2. Assume that the
election is made to apply §1.1248(f)-2(c).

(I) Under §1.1248(f)-2(d)(1), the portion of
the section 1248(f) amount with respect to
the CFC1 stock that is attributed to the 30
shares of FA stock distributed to US1 is
equal to the hypothetical section 1248
amount (as defined in §1.1248(f)-1(c)(4)) with
respect to the CFC1 stock that is attrib-
utable to USI1’s ownership interest percent-
age in UST. US1’s hypothetical section 1248
amount with respect to the CFC1 stock is
the amount that UST would have included in
income as a deemed dividend under §1.367(b)-
4(b)(1)(i) with respect to the CFC1 stock if
the requirements of §1.367(b)-4(b)(1)({i)(A)
had not been satisfied ($20x) and that would
be attributable to US1’s ownership interest
percentage in UST (50%), reduced by the
amount of gain recognized by UST under
§1.367(a)-7(c)(2) attributable to US1 and allo-
cable to the CFC1 stock, but only to the ex-
tent such gain is treated as a dividend under
section 1248(a) ($0x, as described in para-
graphs (ii)(C) and (D) of this Erample 3).
Thus, TUSl’s hypothetical section 1248
amount with respect to the CFC1 stock is
$10x ($20x multiplied by 50%, reduced by $0x).
The $10x hypothetical section 1248 amount is
attributed pro rata (based on relative values)
among the 30 shares of FA stock distributed
to US1, and the attributable share amount
(as defined in §1.1248(f)-2(d)(1)) is $.33x ($10x/
30 shares). Similarly, US1’s hypothetical sec-
tion 1248 amount with respect to the CFC2
stock is $656x ($130x multiplied by 50%, re-
duced by $0x), and the attributable share
amount is $2.17x ($656x/30 shares). Similarly,
US2’s hypothetical section 1248 amount with
respect to the CFC1 stock is $6x ($20x multi-
plied by 30%, reduced by $0x), and the attrib-
utable share amount is also $.33x ($6x/18
shares). Finally, US2’s hypothetical section
1248 amount with respect to the CFC2 stock
is $39x ($130x multiplied by 30%, reduced by
$0x), and the attributable share amount is
also $2.17x ($39x/18 shares). Thus, the sum of
the portion of the section 1248(f) amount
with respect to the CFC1 stock and CFC2
stock attributable to shares of stock of FA
distributed to US1 and US2 is $120x ($10x plus
$656x plus $6x plus $39x).
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(2) If the shares of FA stock are divided
into portions, §1.1248(f)-2(d)(2) applies to at-
tribute the attributable share amount to
portions of shares of FA stock distributed to
US1 and US2. Under §1.1248(f)-2(c)(2) each
share of FA stock received by US1 (30 shares)
and US2 (18 shares) is divided into three por-
tions, one attributable to the single block of
stock of CFC1, one attributable to the single
block of stock of CFC2, and one attributable
to Asset A. Thus, the attributable share
amount of $.33x with respect to the CFC1
stock is attributed to the portion of each of
the 30 shares and 18 shares of FA stock re-
ceived by US1 and US2, respectively, that re-
lates to the CFC1 stock. Similarly, the at-
tributable share amount of $2.17x with re-
spect to the CFC2 stock is attributed to the
portion of each of the 30 shares and 18 shares
of FA stock received by US1 and US2, respec-
tively, that relates to the CFC2 stock.

(3) The total section 1248(f) amount ($120x)
that UST is otherwise required to include in
gross income as a dividend under §1.1248(f)-
1(b)(3) is reduced by $120x, the sum of the
portions of the section 1248(f) amount with
respect to the CFC1 stock and CFC2 stock
that are attributable to the shares of FA
stock distributed to US1 and US2. Thus, the
amount DC is required to include in gross in-
come as a dividend under §1.1248(f)-1(b)(3) is
$0x ($120x reduced by $120x).

(H) As stated in paragraph (ii)(G)(2) of this
Example 3, under §1.1248(f)-2(c)(2) each share
of FA stock received by US1 (30 shares) and
US2 (18 shares) is divided into three portions,
one attributable to the CFC1 stock, one at-
tributable to the CFC2 stock, and one attrib-
utable to Asset A. Under §1.1248(f)-2(c)(4)(1),
the basis of each portion is the product of
USI’s and US2’s section 358 basis in the share
of FA stock multiplied by the ratio of the
section 362 basis of the property (CFC1 stock,
CFC2 stock, or Asset A, as applicable) re-
ceived by FA in the section 361 exchange to
which the portion relates, to the aggregate
section 362 basis of all property received by
FA in the section 361 exchange. Under
§1.1248(f)-2(c)(4)(ii), the fair market value of
each portion is the product of the fair mar-
ket value of the share of FA stock multiplied
by the ratio of the fair market value of the
property (CFC1 stock, CFC2 stock, or Asset
A, as applicable) to which the portion re-
lates, to the aggregate fair market value of
all property received by FA in the section 361
exchange. The section 362 basis of the CFC1
stock, CFC2 stock, and Asset A is $24x, $56x,
and $48x, respectively, for an aggregate sec-
tion 362 basis of $128x. See paragraph (ii)(C)
of this Example 3. The fair market value of
the CFC1 stock, CFC2 stock, and Asset A is
$40x, $160x, and $200x, for an aggregate fair
market value of $400x. Furthermore, US1’s 30
shares of FA stock have an aggregate fair
market value of $200x and section 358 basis of
$30x (resulting in aggregate gain of $170x),
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and US2’s 18 shares of FA stock have an ag-
gregate fair market value of $120x and sec-
tion 358 basis of $18x (resulting in aggregate
gain of $102x). See paragraph (ii)(E) of this
Example 3.

(1) With respect to USIl’s 30 shares of FA
stock, the portions attributable to the CFC1
stock have an aggregate basis of $5.63x ($30x
multiplied by $24x/$128x) and fair market
value of $20x ($200x multiplied by $40x/$400x),
resulting in aggregate gain in such portions
of $14.38x (or $.48x gain in each such portion
of the 30 shares). The portions attributable
to the CFC2 stock have an aggregate basis of
$13.13x ($30x multiplied by $56x/$128x) and fair
market value of $80x ($200x multiplied by
$160x/$400x), resulting in aggregate gain in
such portions of $66.88x (or $2.23x in each
such portion of the 30 shares). The portions
attributable to Asset A have an aggregate
basis of $11.256x ($30x multiplied by $48x/$128x)
and fair market value of $100x ($200x multi-
plied by $200x/$400x), resulting in aggregate
gain in such portions of $88.75x (or $2.96x in
each such portion of the 30 shares). Thus, the
aggregate gain in all the portions of the 30
shares is $170x ($14.38x plus $66.88x plus
$88.75x).

(2) With respect to US2’s 18 shares of FA
stock, the portions attributable to the CFC1
stock have an aggregate basis of $3.38x ($18x
multiplied by $24x/$128x) and fair market
value of $12x ($120x multiplied by $40x/$400x),
resulting in aggregate gain in such portions
of $8.63x (or $.48x in each such portion of the
18 shares). The portions attributable to the
CFC2 stock have an aggregate basis of $7.88x
($18x multiplied by $56x/$128x) and fair mar-
ket value of $48x ($120x multiplied by $160x/
$400x), resulting in aggregate gain of $40.13x
(or $2.23x in each such portion of the 18
shares). The portions attributable to Asset A
have an aggregate basis of $6.756x ($18x multi-
plied by $48x/$128x) and fair market value of
$60x ($120x multiplied by $200x/$400x), result-
ing in aggregate gain of $53.25x (or $2.96x in
each such portion of the 18 shares). Thus, the
aggregate gain in all the portions of the 18
shares is $102x ($8.63x plus $40.13x plus
$53.25x).

(3) Under §1.1248-8(b)(2)(iv), the earnings
and profits of CFC1 attributable to the por-
tions of USI’s 30 shares of FA stock that re-
late to the CFC1 stock is $15x (the product of
US1’s 50% ownership interest percentage in
UST multiplied by $30x of earnings and prof-
its attributable to the CFC1 stock before the
section 361 exchange, reduced by $0x of divi-
dend included in UST’s income with respect
to the CFC1 stock under section 1248(a) at-
tributable to US1). The earnings and profits
of CFC2 attributable to the portions of US1’s
30 shares of FA stock that relate to the CFC2
stock is $76x (the product of USI1’s 50% own-
ership interest percentage in UST multiplied
by $150x of earnings and profits attributable
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to the CFC2 stock before the section 361 ex-
change, reduced by $0x of dividend included
in UST’s income with respect to the CFC2
stock under section 1248(a) attributable to
US1). Similarly, the earnings and profits of
CFC1 attributable to the portions of US2’s 18
shares of FA stock that relate to the CFC1
stock is $9x (the product of US2’s 30% owner-
ship interest percentage in UST multiplied
by $30x of earnings and profits attributable
to the CFC1 stock before the section 361 ex-
change, reduced by $0x of dividend included
in UST’s income with respect to the CFC1
stock under section 1248(a) attributable to
US2). Finally, the earnings and profits of
CFC2 attributable to the portions of US2’s 18
shares of FA stock that relate to the CFC2
stock is $46x (the product of US2’s 30% own-
ership interest percentage in UST multiplied
by $150x of earnings and profits attributable
to the CFC2 stock before the section 361 ex-
change, reduced by $0x of dividend included
in UST’s income with respect to the CFC2
stock under section 1248(a) attributable to
US2).

(I) Under §1.1248(f)-2(c)(3), neither US1 nor
US2 is required to reduce the aggregate sec-
tion 358 basis in the portions of their respec-
tive shares of FA stock, and UST is not re-
quired to include in gross income any addi-
tional deemed dividend.

(1) US1 is not required to reduce the aggre-
gate section 358 basis of the portions of its 30
shares of FA stock that relate to the CFC1
stock because the $10x section 1248(f) amount
with respect to the CFC1 stock attributable
to the portions of the shares of FA stock re-
ceived by US1 (as computed in paragraph
(ii)(G) of this Example 3) does not exceed
US1’s postdistribution amount (as defined in
§1.1248(f)-1(c)(6), or $14.38x) in those portions.
The $14.38x postdistribution amount equals
the amount that US1 would be required to
include in income as a dividend under sec-
tion 1248(a) with respect to such portion if it
sold the 30 shares of FA stock immediately
after the distribution in a transaction in
which all realized gain is recognized, without
taking into account basis adjustments or in-
come inclusions under §1.1248(f)-2(c)(3) ($20x
fair market value, $5.63x basis, and $156x earn-
ings and profits attributable to the portions
for purposes of section 1248). Similarly, US1
is not required to reduce the aggregate sec-
tion 358 basis of the portions of its 30 shares
of FA stock that relate to the CFC2 stock be-
cause the $65x section 1248(f) amount with re-
spect to the CFC2 stock attributable to the
portions of the shares of FA stock received
by US1 (as computed in paragraph (ii)(G) of
this Example 3) does not exceed USI’s
postdistribution amount ($66.88x) in those
portions. The $66.88x postdistribution
amount equals the amount that US1 would
be required to include in income as a divi-
dend under section 1248(a) with respect to
such portion if it sold the 30 shares of FA
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stock immediately after the distribution in a
transaction in which all realized gain is rec-
ognized, without taking into account basis
adjustments or income inclusions under
§1.1248(f)-2(c)(3) ($80x fair market value,
$13.13x basis, and $75x earnings and profits
attributable to the portions for purposes of
section 1248).

(2) US2 is not required to reduce the aggre-
gate section 358 basis of the portions of its 18
shares of FA stock that relate to the CFC1
stock because the $6x section 1248(f) amount
with respect to the CFC1 stock attributable
to the portions of the shares of FA stock re-
ceived by US2 (as computed in paragraph
(ii)(G) of this Example 3) does not exceed
US2’s postdistribution amount ($8.63x) in
those portions. The $8.63x postdistribution
amount equals the amount that US2 would
be required to include in income as a divi-
dend under section 1248(a) with respect to
such portion if it sold the 18 shares of FA
stock immediately after the distribution in a
transaction in which all realized gain is rec-
ognized, without taking into account basis
adjustments or income inclusions under
§1.1248(f)>-2(c)(3) ($12x fair market value,
$3.38x basis, and $9x earnings and profits at-
tributable to the portions for purposes of
section 1248). Similarly, US2 is not required
to reduce the aggregate section 358 basis of
the portions of its 18 shares of FA stock that
relate to the CFC2 stock because the $39x
section 1248(f) amount with respect to the
CFC2 stock attributable to the portions of
the shares of FA stock received by US2 (as
computed in paragraph (ii)(G) of this Example
3) does not exceed USIl’s postdistribution
amount ($40.13x) in those portions. The
$40.13x postdistribution amount equals the
amount that US2 would be required to in-
clude in income as a dividend under section
1248(a) with respect to such portion if it sold
the 18 shares of FA stock immediately after
the distribution in a transaction in which all
realized gain is recognized, without taking
into account basis adjustments or income in-
clusions under §1.1248(f)-2(c)(3) ($48x fair
market value, $7.88x basis, and $456x earnings
and profits attributable to the portions for
purposes of section 1248).

(J) The amount of gain subject to the gain
recognition agreement filed by each of US1
and US2 is determined pursuant to para-
graph (e)(6)(i) of this section. The amount of
gain subject to the gain recognition agree-
ment filed by US1 with respect to the stock
of CFC1 and CFC2 is $10x and $65x, respec-
tively. The $10x and $65x are computed as the
product of US1’s ownership interest percent-
age (60%) multiplied by the gain realized by
UST in the CFC1 stock ($20x) and CFC2 stock
($130x), respectively, as determined prior to
taking into account the application of any
other provision of section 367, reduced by the
sum of the amounts described in paragraphs
(e)(6)(i)(A) through (D) of this section with
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respect to the CFC1 stock and CFC2 stock at-
tributable to US1 ($0x with respect to the
CFC1 stock, and $0x with respect to the CFC2
stock). The amount of gain subject to the
gain recognition agreement filed by US2
with respect to the stock of CFC1 and CFC2
is $6x and $39x, respectively. The $6x and $39x
are computed as the product of US2’s owner-
ship interest percentage (30%) multiplied by
the gain realized by UST in the CFC1 stock
($20x) and CFC2 stock ($130x), respectively,
as determined prior to taking into account
the application of any other provision of sec-
tion 367, reduced by the sum of the amounts
described in paragraphs (e)(6)(i)(A) through
(D) of this section with respect to the CFC1
stock and CFC2 stock attributable to US2
(80x with respect to the CFC1 stock, and $0x
with respect to the CFC2 stock). X is not re-
quired to enter into a gain recognition agree-
ment because the amount of gain that would
be subject to the gain recognition agreement
is $0x with respect to the CFC1 stock, and $0x
with respect to the CFC2 stock, computed as
X’s ownership percentage (20%) multiplied
by the gain realized in the stock of CFC1
($20x multiplied by 20%, or $4x) and CFC2
($130x multiplied by 20%, or $26x), reduced by
the amount of gain recognized by UST with
respect to the stock of CFC1 and CFC2 that
is attributable to X pursuant to §1.367(a)-
7(c)(2) ($4x and $26x, respectively, as deter-
mined in paragraph (ii)(C) of this Example 3).
Pursuant to paragraph (e)(6)(ii) of this sec-
tion, each gain recognition agreement must
include the election described in §1.367(a)-
8(c)(2)(vi). Furthermore, pursuant to para-
graph (e)(6)(iii) of this section, US1 and US2
must be designated as the U.S. transferor on
their respective gain recognition agreements
for purposes of §1.367(a)-8.

(9) IHlustration of rules. For rules re-
lating to certain distributions of stock
of a foreign corporation by a domestic
corporation, see section 1248(f) and
§§1.1248(f)-1 through 1.1248(f)-3.

(f) Failure to file statements—(1) Fail-
ure to file. For purposes of the excep-
tions to the application of section
367(a)(1) provided in paragraphs (c) and
(A)(2)(vi)(B) of this section, there is a
failure to file a statement described in
paragraph (c)(6), (c)(7), or (A)(2)(vi)(C)
of this section (failure to file) if the
statement is not filed with a timely
filed U.S. income tax return or is not
completed in all material respects.

(2) Relief for certain failures to file that
are not willful—@{A) In general. A failure
to file described in paragraph (f)(1) of
this section will be deemed not to have
occurred for purposes of satisfying the
requirements of the applicable regula-
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tion if the taxpayer demonstrates that
the failure was not willful using the
procedure set forth in this paragraph
(f)(2). For this purpose, willful is to be
interpreted consistent with the mean-
ing of that term in the context of other
civil penalties, which would include a
failure due to gross negligence, reck-
less disregard, or willful neglect.
Whether a failure to file was a willful
failure will be determined by the Direc-
tor of Field Operations International,
Large Business & International (or any
successor to the roles and responsibil-
ities of such position, as appropriate)
(Director) based on all the facts and
circumstances. The taxpayer must sub-
mit a request for relief and an expla-
nation as provided in paragraph
(£)(2)(ii)(A) of this section. Although a
taxpayer whose failure to file is deter-
mined not to be willful will not be sub-
ject to gain recognition under this sec-
tion, the taxpayer will be subject to a
penalty under section 6038B if the tax-
payer fails to satisfy the reporting re-
quirements, if any, under that section
and does not demonstrate that the fail-
ure was due to reasonable cause and
not willful neglect. See §1.6038B-1(b)
and (f). The determination of whether
the failure to file was willful under this
section has no effect on any request for
relief made under §1.6038B-1(f).

(ii) Procedures for establishing that a
failure to file was not willful—(A) Time
and manner of submission. A taxpayer’s
statement that the failure to file was
not willful will be considered only if,
promptly after the taxpayer becomes
aware of the failure, an amended re-
turn is filed for the taxable year to
which the failure relates that includes
the information that should have been
included with the original return for
such taxable year or that otherwise
complies with the rules of this section,
and that includes a written statement
explaining the reasons for the failure
to file. The amended return must be
filed with the Internal Revenue Service
at the location where the taxpayer
filed its original return. The taxpayer
may submit a request for relief from
the penalty under section 6038B as part
of the same submission. See §1.6038B-
1(f).

(B) Notice requirement. In addition to
the requirements of paragraph
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(£)(2)(ii1)(A) of this section, the taxpayer
must comply with the notice require-
ments of this paragraph (f)(2)(ii)(B). If
any taxable year of the taxpayer is
under examination when the amended
return is filed, a copy of the amended
return and any information required to
be included with such return must be
delivered to the Internal Revenue Serv-
ice personnel conducting the examina-
tion. If no taxable year of the taxpayer
is under examination when the amend-
ed return is filed, a copy of the amend-
ed return and any information required
to be included with such return must
be delivered to the Director.

(3) For illustrations of the applica-
tion of the willfulness standard of this
paragraph (f), see the examples in
§1.367(a)-8(p)(3).

(g) Effective/applicability  dates—(1)
Rules of applicability. (i) Except as oth-
erwise provided in this paragraph (g),
the rules in paragraphs (a), (b), and (d)
of this section apply to transfers occur-
ring on or after July 20, 1998.

(ii) The following rules apply to
transactions occurring on or after Jan-
uary 23, 2006—

(A) The rules in paragraphs (a) and
(d) of this section, as they apply to sec-
tion 368(a)(1)(A) reorganizations (in-
cluding reorganizations described in
section 368(a)(2)(D) or (E)) involving a
foreign acquiring or foreign acquired
corporation;

(B) The rules in paragraph (b)(2)(1)(B)
of this section;

(C) The rules in paragraph (d) of this
section, as they apply to section
368(a)(1)(G) reorganizations (including
reorganizations described in section
368(a)(2)(D));

(D) The rules of paragraph (d)(1) and
(d)(2)(iv), as they relate to exchanges
by a U.S. person of securities of an ac-
quired corporation for voting stock or
securities of a foreign corporation in
control of the acquiring corporation in
a triangular section 368(a)(1)(B) reorga-
nization;

(E) The rules in paragraph (d)(1) and
(d)(2)(iv) of this section, as they relate
to exchanges by a U.S. person of stock
or securities of an acquired corporation
for voting stock or securities of a do-
mestic corporation in control of the
foreign acquiring corporation in a tri-
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angular section 368(a)(1)(B) reorganiza-
tion; and

(F) The rules in paragraph (d)(2)(vii)
of this section.

(iii) The rules of paragraph (a) of this
section that apply to transfers of secu-
rities in a section 354 or 356 exchange
(pursuant to a section 368(a)(1)(E) reor-
ganization or an asset reorganization
that is not treated as an indirect stock
transfer) that is not subject to section
367(a) apply only to transfers occurring
after January b5, 2005 (although tax-
payers may apply such provision to
transfers of securities occurring on or
after July 20, 1998, and on or before
January 5, 2005, if done consistently to
all transactions).

(iv) The rules in paragraph (d)(1)(v) of
this section apply to:

(A) A reorganization described in sec-
tion 368(a)(1)(C) followed by a con-
trolled asset transfer if such reorga-
nization occurs on or after July 20,
1998;

(B) A reorganization described in sec-
tion 368(a)(1)(D) followed by a con-
trolled asset transfer if such reorga-
nization occurs after December 9, 2002
(for additional guidance concerning
such reorganizations that occur on or
after July 20, 1998 and on or before De-
cember 9, 2002, see Rev. Rul. 2002-85
(20022 C.B. 986) and §601.601(d)(2) of
this chapter); and

(C) A reorganization described in sec-
tion 368(a)(1)(A), (F), or (G) followed by
a controlled asset transfer if such reor-
ganization occurs on or after January
23, 2006.

(v) The rules of paragraph (d)(2)(vi) of
this section apply only to transactions
occurring on or after January 23, 2006.
See §1.367(a)-3(d)(2)(vi), as contained in
26 CFR part 1 revised as of April 1, 2005,
for transactions occurring on or after
July 20, 1998 and before January 23,
2006.

(vi) With respect to certain transfers
of domestic stock or securities, the
rules in paragraph (c) of this section
are generally applicable for transfers
occurring after January 29, 1997. See
§1.367(a)-3(c)(11). For transition rules
regarding certain transfers of domestic
stock or securities after December 16,
1987, and before January 30, 1997, and
transfers of foreign stock or securities
after December 16, 1987, and before July
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20, 1998, see paragraph (j) of this sec-
tion.

(vii)(A) Except as provided in this
paragraph (g)(1)(vii), the rules of para-
graph (e) of this section apply to trans-
fers of stock or securities occurring on
or after April 17, 2013. For matters cov-
ered in this section for periods before
April 17, 2013, but on or after March 13,
2009, see §1.367(a)-3(e) as contained in
26 CFR part 1 revised as of April 1, 2012.
For matters covered in this section for
periods before March 13, 2009, but on or
after March 7, 2007, see §1.367(a)-3T(e)
as contained in 26 CFR part 1 revised as
of April 1, 2007. For matters covered in
this section for periods before March 7,
2007, but on or after July 20, 1998, see
§1.367(a)-8(f)(2)(i) as contained in 26
CFR part 1 revised as of April 1, 2006.

(B) Taxpayers may apply the rules of
§1.367(a)-3(e) to transfers occurring be-
fore March 13, 2009, and during a tax-
able year for which the period of limi-
tations on assessments under section
6501(a) has not closed, if done consist-
ently to all such transfers occurring
during each taxable year. A taxpayer
applies the rules of §1.367(a)-3(e) to
transfers occurring before March 13,
2009, and during a taxable year for
which the period of limitations on as-
sessments under section 6501(a) has not
closed, by including the gain recogni-
tion agreement, annual certification,
or other information filing, that is re-
quired as a result of the rules of
§1.367(a)-3(e) applying to such a trans-
fer, with an amended tax return for the
taxable year in which the transfer oc-
curs that is filed on or before August
10, 2009. A taxpayer that wishes to
apply the rules of §1.367(a)-3(e) to
transfers occurring before March 13,
2009, and during a taxable year for
which the period of limitations on as-
sessments under section 6501(a) has not
closed but that fails to meet the filing
requirement described in the preceding
sentence must request relief for reason-
able cause for such failure as provided
in §1.367(a)-8.

(viii) Paragraph (a)(2)(iv) of this sec-
tion applies to exchanges occurring on
or after May 17, 2011. For exchanges
that occur prior to May 17, 2011, see
§1.367(a)-3T(b)(2)(1)(C) as contained in
26 CFR part 1 revised as of April 1, 2011.
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(ix) Paragraphs (d)(2)(vi)(B)(I1)(i) and
(111), ((2)(vi)(B)(2), and (d)(3), Examples
6B, 6C, and 9 of this section apply to
transfers that occur on or after March
18, 2013. See paragraphs
(D@)DHBD)(@) and (iid),
(@@)(vi)(B)(2), and (d)(3), Examples 6B,
6C, and 9 of this section, as contained
in 26 CFR part 1 revised as of April 1,
2012, for transfers that occur on or
after January 23, 2006, and before
March 18, 2013. Paragraph
(A)(2)(vi)(B)(1)(ii) of this section applies
to statements that are required to be
filed on or after November 19, 2014. See
paragraph (d)(2)(vi)(B)(1)(ii) of this sec-
tion, as contained in 26 CFR part 1 re-
vised as of April 1, 2014, for statements
required to be filed on or after March
18, 2013, and before November 19, 2014.

(x) Paragraphs (¢)(6)(ii) and (f) of this
section apply to statements that are
required to be filed on or after Novem-
ber 19, 2014, as well as to requests for
relief submitted on or after November
19, 2014.

(2) Election. Notwithstanding para-
graphs (2)(1) and (j) of this section, tax-
payers may, by timely filing an origi-
nal or amended return, elect to apply
paragraphs (b) and (d) of this section to
all transfers of foreign stock or securi-
ties occurring after December 16, 1987,
and before July 20, 1998, except to the
extent that a gain recognition agree-
ment has been triggered prior to July
20, 1998. If an election is made under
this paragraph (g)(2), the provisions of
§1.367(a)-3T(g) (see 26 CFR part 1, re-
vised April 1, 1998) shall apply, and, for
this purpose, the term substantial por-
tion under §1.367(a)-3T(g)(3)(iii) (see 26
CFR part 1, revised April 1, 1998) shall
be interpreted to mean substantially all
as defined in section 368(a)(1)(C). In ad-
dition, if such an election is made, the
taxpayer must apply the rules under
section 367(b) and the regulations
thereunder to any transfers occurring
within that period as if the election to
apply §1.367(a)-3(b) and (d) to transfers
occurring within that period had not
been made, except that in the case of
an exchange described in section 351
the taxpayer must apply section 367(b)
and the regulations thereunder as if
the exchange was described in
§7.367(b)-7 of this chapter (as in effect
before February 23, 2000; see 26 CFR
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part 1, revised as of April 1, 1999). For
example, if a U.S. person, pursuant to a
section 3561 exchange, transfers stock of
a controlled foreign corporation in
which it is a United States shareholder
but does not receive back stock of a
controlled foreign corporation in which
it is a United States shareholder, the
U.S. person must include in income
under §7.367(b)-7 of this chapter (as in
effect before February 23, 2000; see 26
CFR part 1, revised as of April 1, 1999)
the section 1248 amount attributable to
the stock exchanged (to the extent
that the fair market value of the stock
exchanged exceeds its adjusted basis).
Such inclusion is required even though
§7.367(b)-7 of this chapter (as in effect
before February 23, 2000; see 26 CFR
part 1, revised as of April 1, 1999), by its
terms, did not apply to section 351 ex-
changes.

(h) Former 10-year gain recognition
agreements. If a taxpayer elects to
apply the rules of this section to all
prior transfers occurring after Decem-
ber 16, 1987, any 10-year gain recogni-
tion agreement that remains in effect
(has not been triggered in full) on July
20, 1998 will be considered by the Inter-
nal Revenue Service to be a b-year gain
recognition agreement with a duration
of five full taxable years following the
close of the taxable year of the initial
transfer.

(i) [Reserved]

(j) Transition rules regarding certain
transfers of domestic or foreign stock or
securities after December 16, 1987, and
prior to July 20, 1998—(1) Scope. Trans-
fers of domestic stock or securities de-
scribed under section 367(a) that oc-
curred after December 16, 1987, and
prior to April 17, 1994, and transfers of
foreign stock or securities described
under section 367(a) that occur after
December 16, 1987, and prior to July 20,
1998 are subject to the rules contained
in section 367(a) and the regulations
thereunder, as modified by the rules
contained in paragraph (j)(2) of this
section. For transfers of domestic
stock or securities described under sec-
tion 367(a) that occurred after April 17,
1994 and before January 30, 1997, see
Temporary Income Regulations under
section 367(a) in effect at the time of
the transfer (§1.367(a)-3T(a) and (c), 26
CFR part 1, revised April 1, 1996) and
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paragraph (c)(11) of this section. For
transfers of domestic stock or securi-
ties described under section 367(a) that
occur after January 29, 1997, see
§1.367(a)-3(c).

(2) Transfers of domestic or foreign
stock or securities: Additional substantive
rules—(i) Rule for less than b-percent
shareholders. Unless paragraph (j)(2)(iii)
of this section applies (in the case of
domestic stock or securities) or para-
graph (j)(2)(iv) of this section applies
(in the case of foreign stock or securi-
ties), a U.S. transferor that transfers
stock or securities of a domestic or for-
eign corporation in an exchange de-
scribed in section 367(a) and owns less
than 5 percent of both the total voting
power and the total value of the stock
of the transferee foreign corporation
immediately after the transfer (taking
into account the attribution rules of
section 958) is not subject to section
367(a)(1) and is not required to enter
into a gain recognition agreement.

(i1) Rule for 5-percent shareholders. Un-
less paragraph (j)(2)(iii) or (iv) of this
section applies, a U.S. transferor that
transfers domestic or foreign stock or
securities in an exchange described in
section 367(a) and owns at least 5 per-
cent of either the total voting power or
the total value of the stock of the
transferee foreign corporation imme-
diately after the transfer (taking into
account the attribution rules under
section 958) may qualify for non-
recognition treatment by filing a gain
recognition agreement in accordance
with §1.367(a)-3T(g) in effect prior to
July 20, 1998 (see 26 CFR part 1, revised
April 1, 1998) for a duration of 5 or 10
years. The duration is 5 years if the
U.S. transferor (5-percent shareholder)
determines that all U.S. transferors, in
the aggregate, own less than 50 percent
of both the total voting power and the
total value of the transferee foreign
corporation immediately after the
transfer. The duration is 10 years in all
other cases. See, however, §1.367(a)-
3(h). If a 5-percent shareholder fails to
properly enter into a gain recognition
agreement, the exchange is taxable to
such shareholder under section
367(a)(1).
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(iii) Gain recognition agreement option
not available to controlling U.S. trans-
feror if U.S. stock or securities are trans-
ferred. Notwithstanding the provisions
of paragraph (j)(2)(ii) of this section, in
no event will any exception to section
367(a)(1) apply to the transfer of stock
or securities of a domestic corporation
where the U.S. transferor owns (apply-
ing the attribution rules of section 958)
more than 50 percent of either the total
voting power or the total value of the
stock of the transferee foreign corpora-
tion immediately after the transfer
(i.e., the use of a gain recognition
agreement to qualify for nonrecogni-
tion treatment is unavailable in this
case).

(iv) Loss of United States shareholder
status in the case of a transfer of foreign
stock. Notwithstanding the provisions
of paragraphs (j)(2)(i) and (ii) of this
section, in no event will any exception
to section 367(a)(1) apply to the trans-
fer of stock of a foreign corporation in
which the U.S. transferor is a United
States shareholder (as defined in
§7.367(b)-2(b) of this chapter (as in ef-
fect before February 23, 2000; see 26
CFR part 1, revised as of April 1, 1999)
or section 953(c)) unless the U.S. trans-
feror receives back stock in a con-
trolled foreign corporation (as defined
in section 953(c), section 957(a) or sec-
tion 957(b)) as to which the U.S. trans-
feror is a United States shareholder
immediately after the transfer.

(k) [Reserved] For further guidance,
see §1.367-3T(k).

[T.D. 8702, 61 FR 68637, Dec. 30, 1996]

EDITORIAL NOTES: 1. For FEDERAL REGISTER
citations affecting §1.367(a)-3, see the List of
CFR Sections Affected, which appears in the
Finding Aids section of the printed volume
and at www.fdsys.gov.

2. By T.D. 9614, 78 FR 17031, Mar. 19, 2013,
§1.367(a)-3 was amended by revising para-
graphs (g)(1)(v)(A) and (B); however, these
paragraphs did not exist and the amendment
could not be incorporated into the section.

§1.367(a)-4 Special rules applicable to
specified transfers of property.

(a) through (c)(2) [Reserved] For fur-
ther guidance, see §1.367(a)-4T(a)
through (c)(2).

(3) Aircraft and vessels leased in foreign
commerce. For purposes of satisfying
§1.367-4T(c)(1), aircraft or vessels, in-

§1.367(a)-41

cluding component parts such as en-
gines leased separately from aircraft or
vessels, transferred to a foreign cor-
poration and leased to other persons by
the foreign corporation shall be consid-
ered to be transferred for use in the ac-
tive conduct of a trade or business if—

(i) The employees of the foreign cor-
poration perform substantial manage-
rial and operational activities of leas-
ing aircraft or vessels outside the
United States; and

(ii) The leased tangible personal
property is predominantly used outside
the United States, as determined under
§1.954-2(c)(2)(V).

(d) through (h) [Reserved] For further
guidance, see §1.367-4T(d) through (h).

(i) Effective/applicability date. The
rules of paragraph (c)(3) of this section
apply for transfers of property occur-
ring on or after May 2, 2006. Trans-
ferors may elect to apply these provi-
sions to transfers occurring on or after
October 22, 2004, by citing the provi-
sions of paragraph (c¢)(3) of this section
in the documentation for such trans-
fers required by §1.6038B-1T(c)(4)(i) and
{v).

[T.D. 9525, 76 FR 26179, May 6, 2011]

§1.367(a)-4T Special rules applicable
to specified transfers of property
(temporary).

(a) In general. This section provides
special rules for determining the appli-
cability of section 367(a)(1) to specified
transfers of property. Paragraph (b) of
this section provides a special rule re-
quiring the recapture of depreciation
upon the transfer abroad of property
previously used in the United States.
Paragraphs (¢) through (f) of this sec-
tion provide rules for determining
whether certain types of property are
transferred for use in the active con-
duct of a trade or business outside of
the United States. Paragraph (g)
excepts certain transfers to FSCs from
the operation of section 367(a)(1). The
treatment of any transfer of property
described in this section shall be deter-
mined exclusively under the rules of
this section.

(b) Depreciated property used in the
U.S.—1) In general. If a U.S. person
transfers U.S. depreciated property (as
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defined in paragraph (b)(2) of this sec-
tion) to a foreign corporation in an ex-
change described in section 367(a)(l),
then that person shall include in its
gross income for the taxable year in
which the transfer occurs ordinary in-
come equal to the gain realized that
would have been includible in the
transferor’s gross income as ordinary
income under section 617(d)(1), 1245(a),
1250(a), 12562(a), or 1254(a), whichever is
applicable, if at the time of the trans-
fer the transferor had sold the property
at its fair market value. Recapture of
depreciation under this paragraph (b)
shall be required regardless of whether
any exception to section 367(a)(1) (such
as the exception for property trans-
ferred for use in the active conduct of
a foreign trade or business) would oth-
erwise apply to the transfer. However,
any applicable exception shall apply
with respect to realized gain that is
not included in ordinary income pursu-
ant to this paragraph (b).

(2) U.S. depreciated property. U.S. de-
preciated property subject to the rules
of this paragraph (b) is any property
that—

(i) Is either mining property (as de-
fined in section 617(f)(2)), section 1245
property (as defined 1in section
1245(a)(3)), section 1250 property (as de-
fined in section 1250(c)), farm land (as
defined in section 1252(a)(2)), or oil,
gas, or geothermal property (as defined
in section 1254(a)(3)); and

(ii) Has been used in the TUnited
States or has qualified as section 38
property by virtue of section 48(a)(2)(B)
prior to its transfer.

(3) Property used within and without
the U.S. If U.S. depreciated property
has been used partly within and partly
without the United States, then the
amount required to be included in ordi-
nary income pursuant to this para-
graph (b) shall be reduced to an
amount determined in accordance with
the following formula:

U.S. use
Full recapture amount X —
Total use

For purposes of the above fraction, the
full recapture amount is the amount
that would otherwise be included in the
transferor’s income under paragraph
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(b)(1) of this section. U.S. use is the
number of months that the property ei-
ther was used within the United States
or qualified as section 38 property by
virtue of section 48(a)(2)(B), and was
subject to depreciation by the trans-
feror or a related person. Total use is
the total number of months that the
property was used (or available for
use), and subject to depreciation, by
the transferor or a related person. For
purposes of this paragraph (b)(3), prop-
erty shall not be considered to have
been in use outside of the TUnited
States during any period in which such
property was, for purposes of section 48
or 168, treated as property not used pre-
dominantly outside the United States
pursuant to the provisions of section
48(a)(2)(B). For purposes of this para-
graph (b)(3) the term related person
shall have the meaning set forth in
§1.367(d)-1T'(h).

(4) [Reserved]

() Effective date. This paragraph (b)
applies to transfers occurring on or
after June 16, 1986.

(c) Property to be leased—(1) Leasing
business of transferee. Tangible property
transferred to a foreign corporation
that will be leased to other persons by
the foreign corporation shall be consid-
ered to be transferred for use in the ac-
tive conduct of a trade or business out-
side of the United States only if—

(i) The transferee’s leasing of the
property constitutes the active con-
duct of a leasing business;

(ii) The lessee of the property is not
expected to, and does not, use the prop-
erty in the United States; and

(iii) The transferee has need for sub-
stantial investment in assets of the
type transferred.

The active conduct of a leasing busi-
ness requires that the employees of the
foreign corporation perform substan-
tial marketing, customer service, re-
pair and maintenance, and other sub-
stantial operational activities with re-
spect to the transferred property out-
side of the United States. Tangible
property subject to the rules of this
paragraph (c¢) includes real property lo-
cated outside of the United States. The
rules of §1.367(a)-5T(b) shall apply to
transfers of property described in that
section regardless of satisfaction of the
rules of this paragraph (c).
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(2) De minimis leasing by transferee.
Tangible property transferred to a for-
eign corporation that will be leased to
other persons by the foreign corpora-
tion and that does not satisfy the con-
ditions of paragraph (b)(1) of this sec-
tion shall, nevertheless, be considered
to be transferred for use in the active
conduct of a trade or business if ei-
ther—

(i) The property transferred will be
used by the transferee foreign corpora-
tion in the active conduct of a trade or
business but will be leased during occa-
sional brief periods when the property
would otherwise be idle, such as an air-
plane leased during periods of excess
capacity; or

(ii) The property transferred is real
property located outside the United
States and—

(A) The property will be used pri-
marily in the active conduct of a trade
or business of the transferee foreign
corporation; and

(B) Not more than ten percent of the
square footage of the property will be
leased to others.

(3) [Reserved] For further guidance
see §1.367(a)-4(c)(3).

(d) Property to be sold. Property shall
not be considered to be transferred for
use in the active conduct of a trade or
business and a transfer of stock or se-
curities shall not be excepted from sec-
tion 367(a)(1) under the rules of
§1.367(a)-3 if, at the time of the trans-
fer, it is reasonable to believe that, in
the reasonably foreseeable future, the
transferee will sell or otherwise dispose
of any material portion of the trans-
ferred stock, securities, or other prop-
erty other than in the ordinary course
of business.

(e) Oil and gas working interests—(1) In
general. A working interest in oil and
gas properties shall be considered to be
transferred for use in the active con-
duct of a trade or business if—

(i) The transfer satisfies the condi-
tions of paragraph (e)(2) of this section;

(ii) At the time of the transfer, the
transferee has no intention to farmout
or otherwise transfer any part of the
transferred working interest; and

(iii) During the first three years after
the transfer there are no farmouts or
other transfers of any part of the trans-
ferred working interest as a result of
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which the transferee retains less than a
50 percent share of the transferred
working interest.

(2) Active use of working interest.
Working interests in oil and gas prop-
erties shall be considered to be trans-
ferred for use in the active conduct of
a trade or business if—

(i) The transferor is regularly and
substantially engaged in exploration
for and extraction of minerals, either
directly or through working interests
in joint ventures, other than by reason
of the property that is transferred;

(ii) The terms of the working interest
transferred were actively negotiated
among the joint venturers;

(iii) The working interest transferred
constitutes at least a five percent
working interest;

(iv) Prior to and at the time of the
transfer, through its own employees or
officers, the transferor was regularly
and actively engaged in—

(A) Operating the working interest,
or

(B) Analyzing technical data relating
to the activities of the venture;

(v) Prior to and at the time of the
transfer, through its own employees or
officers, the transferor was regularly
and actively involved in decision-
making with respect to the operations
of the venture, including decisions re-
lating to exploration, development,
production, and marketing; and

(vi) After the transfer, the transferee
foreign corporation will for the foresee-
able future satisfy the requirements of
subdivisions (iv) and (v) of this para-
graph (d)(2).

(3) Start-up operations. Working inter-
ests in oil and gas properties that do
not satisfy the requirements of para-
graph (e)(2) of this section shall, never-
theless, be considered to be transferred
for use in the active conduct of a trade
or business if—

(i) The working interest was acquired
by the transferor immediately prior to
the transfer and for the specific pur-
pose of transferring it to the transferee
foreign corporation;

(ii) The requirements of paragraph
(e)(2)(ii) and (iii) of this section are sat-
isfied; and
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(iii) The transferee foreign corpora-
tion will for the foreseeable future sat-
isfy the requirements of paragraph
(e)(2)(iv) and (v) of this section.

(4) Other applicable rules. Oil and gas
interests not described in this para-
graph (e) may nonetheless qualify for
the exception to section 367(a)(1) con-
tained in §1.367(a)-2T, relating to
transfers of property for use in the ac-
tive conduct of a trade or business out-
side of the United States. However, a
mere royalty interest in oil and gas
properties will not be treated as trans-
ferred for use in the active conduct of
a trade or business outside the United
States. Moreover, a royalty or similar
interest that constitutes intangible
property will be subject to the rules of
§1.367(d)-1T, relating to transfers of in-
tangible property.

(f) Compulsory transfers. Property
shall be presumed to be transferred for
use in the active conduct of a trade or
business outside of the United States,
if—

(1) The property was previously in
use in the country in which the trans-
feree foreign corporation is organized;
and

(2) The transfer is either:

(i) Legally required by the foreign
government as a necessary condition of
doing business in that country; or

(ii) Compelled by a genuine threat of
immediate expropriation by the foreign
government.

(g8) Relationship to other sections. The
rules of §§1.367(a)-5T, 1.367(a)-6T, and
1.367(d)-1T apply to transfers of prop-
erty whether or not the property is
transferred for use in the active con-
duct of a trade or business outside the
United States. See §1.367(d)-1T(g)(2)(ii)
for a special election with respect to
compulsory transfers of intangible
property.

(h) Transfers of certain property to
FSCs—(1) In general. The provisions of
section 367 (a) and (d) and the regula-
tions thereunder shall not apply to a
transfer of property by a U.S. person to
a foreign corporation that constitutes
a FSC, as defined in section 922(a), if—

(i) The transferee FSC uses the prop-
erty to generate exempt foreign trade
income, as defined in section 923(a);
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(ii) The property is not excluded
property, as defined in section 927(a)(2);
and

(iii) The property consists of a cor-
porate name or tangible property that
is appropriate for use in the operation
of a F'SC office.

(2) Ezxception. The general rule in
paragraph (g)(1) of this section shall
not apply if, within three years after
the original transfer, the original
transferee FSC (or a subsequent trans-
feree FSC) disposes of the property
other than in the ordinary course of
business or through a transfer to an-
other FSC. Thus, the U.S. transferor
may recognize gain in the taxable year
in which the original transfer occurred
through the application of section 367
and the regulations thereunder.

(i) [Reserved] For further guidance
see §1.367(a)-4(i).

[T.D. 8087, 51 FR 17947, May 16, 1986, as
amended by T.D. 8515, 59 FR 2960, Jan. 20,
1994; T.D. 9406, 73 FR 38116, July 3, 2008; T.D.
9525, 76 FR 26180, May 6, 2011; T.D. 9760, 81 FR
15169, Mar. 22, 2016]

§1.367(a)-5 Property subject to section
367(a)(1) regardless of use in a
trade or business.

(a) through (f)(2) [Reserved] For fur-
ther guidance, see §1.367(a)-5T(a)
through (£)(2).

(3)(i) With respect to vessels and air-
craft, including their component parts,
that will be leased by the transferee to
third persons, the transferee satisfies
the conditions set forth in §1.367(a)-
4(c)(3).

(ii) Effective/applicability date. The
rules of this paragraph (f)(3) apply to
transfers of property occurring on or
after May 2, 2006. If the transferor
makes the election to apply the provi-
sions of §1.367(a)-4(c)(3) to transfers oc-
curring on or after October 22, 2004,
then paragraph (f)(3)(1) of this section
will also apply to transfers affected by
that election.

[T.D. 9525, 76 FR 26180, May 6, 2011]

§1.367(a)-5T Property subject to sec-
tion 367(a)(1) regardless of use in
trade or business (temporary).

(a) In general. Section 367(a)(1) shall
apply to a transfer of property de-
scribed in this section regardless of
whether the property is transferred for
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use in the active conduct of a trade or
business. Certain exceptions to the op-
eration of this rule are provided in this
section, and a special gain limitation
rule is provided in paragraph (e). A
transfer of property described in this
section is subject to section 367(a)(1)
even if the transfer is a compulsory
transfer described in §1.367(a)-4T(f).

(b) Inventory, etc. Regardless of use in
an active trade or business, section
367(a)(1) shall apply to the transfer of—

(1) Stock in trade of the taxpayer or
other property of a kind which would
properly be included in the inventory
of the taxpayer if on hand at the close
of the taxable year, or property held by
the taxpayer primarily for sale to cus-
tomers in the ordinary course of its
trade or business; and

(2) A copyright, a literary, musical,
or artistic composition, a letter or
memorandum, or similar property, held
by—

(i) A taxpayer whose personal efforts
created such property;

(ii) In the case of a letter, memo-
randum, or similar property, a tax-
payer from whom such property was
prepared or produced; or

(iii) A taxpayer in whose hands the

basis of such property is determined,
for purposes of determining gain from a
sale or exchange, in whole or part by
reference to the basis of such property
in the hands of a taxpayer described in
subdivision (i) or (ii) of this paragraph
(0)(2).
For purposes of this section, the term
inventory includes raw materials and
supplies, partially completed goods,
and finished products.

(c) Installment obligations, etc. Regard-
less of use in an active trade or busi-
ness, section 367(a)(1) shall apply to the
transfer of installment obligations, ac-
counts receivable, or similar property,
but only to the extent that the prin-
cipal amount of any such obligation
has not previously been included by the
taxpayer in its taxable income.

(d) Foreign currency, etc.—(1) In gen-
eral. Regardless of use in an active
trade or business, section 367(a)(1) shall
apply to the transfer of foreign cur-
rency or other property denominated
in foreign currency, including install-
ment obligations, futures contracts,
forward contracts, accounts receivable,
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or any other obligation entitling its
payee to receive payment in a currency
other than U.S. dollars.

(2) Exception for certain obligations. If
transferred property denominated in a
foreign currency—

(i) Is denominated in the currency of
the country in which the transferee
foreign corporation is organized; and

(ii) Was acquired in the ordinary
course of the business of the transferor
that will be carried on by the trans-
feree foreign corporation,
then section 367(a)(1) shall apply to the
transfer only to the extent that gain is
required to be recognized with respect
to previously realized income reflected
in installment obligations subject to
paragraph (c¢) of this section. The rule
of this paragraph (d)(2) shall not apply
to transfers of foreign currency.

(3) Limitation of gain required to be rec-
ognized. If section 367(a)(1) applies to a
transfer of property described in this
paragraph, then the gain required to be
recognized shall be limited to—

(i) The gain realized upon the trans-
fer of property described in this para-
graph (d), minus

(ii) Any loss realized as part of the

same transaction upon the transfer of
property described in this paragraph
(d).
This limitation applies in lieu of the
rule in §1.367(a)-1T(b)(1). No loss shall
be recognized with respect to property
described in this paragraph (d).

(e) Intangible property. Regardless of
use in an active trade or business, a
transfer of intangible property pursu-
ant to section 332 shall be subject to
section 367(a)(1), unless it constitutes
foreign goodwill or going concern
value, as defined in §1.367(a)—
1T(d)(b)(iii). For rules concerning
transfers of intangible property pursu-
ant to section 351 or 361, see section
367(d) and §1.367(d)-1T.

(f) Leased tangible property. Regard-
less of use in an active trade or busi-
ness, section 367(a)(1) shall apply to a
transfer of tangible property with re-
spect to which the transferor is a lessor
at the time of the transfer, unless—

(1) With respect to property that will
not be leased by the transferee to third
persons, the transferee was the lessee
of the property at the time of the
transfer; or
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(2) With respect to property that will
be leased by the transferee to third per-
sons, the transferee satisfies the condi-
tions set forth in §1.367(a)-4T(c)(1) or
(2).

(3) [Reserved] For further guidance
see §1.367(a)-5(f)(3).

[T.D. 8087, 51 FR 17949, May 16, 1986, as
amended by T.D. 9406, 73 FR 38116, July 3,
2008; T.D. 9525, 76 FR 26180, May 6, 2011]

§1.367(a)-6 Transfer of foreign branch
with previously deducted losses.

(a) through (e)(3) [Reserved]. For fur-

ther guidance, see §1.367(a)-6T(a)
through (e)(3).
(4) Gain recogniced under Ssection

367(a). The previously deducted branch
losses shall be reduced by any gain rec-
ognized pursuant to section 367(a)(1)
(other than by reason of the provisions
of this section) upon the transfer of the
assets of the foreign branch to the for-
eign corporation. For transactions oc-
curring on or after April 17, 2013, not-
withstanding the prior sentence, this
paragraph (e)(4) shall apply before the
rules of §1.367(a)-7(c).

(e)(d) through (i) [Reserved]. For fur-
ther guidance, see §1.367(a)-6T(e)(5)
through (i).

[T.D. 9760, 81 FR 15169, Mar. 22, 2016]

§1.367(a)-6T Transfer of foreign
branch with previously deducted
losses (temporary).

(a) In general. This section provides
special rules relating to the transfer of
the assets of a foreign branch with pre-
viously deducted losses. Paragraph (b)
of this section provides generally that
such losses must be recaptured by the
recognition of the gain realized on the
transfer. Paragraph (c¢) of this section
sets forth rules concerning the char-
acter of, and limitations on, the gain
required to be recognized. Paragraph
(d) of this section defines the term pre-
viously deducted losses. Paragraph (e) of
this section describes certain reduc-
tions that are made to the previously
deducted losses before they are taken
into income under this section. Fi-
nally, paragraph (g) of this section de-
fines the term foreign branch.

(b) Recognition of gain required—(1) In
general. If a U.S. person transfers any
assets of a foreign branch to a foreign
corporation in an exchange described
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in section 367(a)(1), then the transferor
shall recognize gain equal to—

(i) The sum of the previously de-
ducted branch ordinary losses as de-
fined and reduced in paragraphs (d) and
(e) of this section; and

(ii) The sum of the previously de-
ducted branch capital losses as defined
and reduced in paragraphs (d) and (e) of
this section.

(2) No active conduct exception. The
rules of this paragraph (b) shall apply
regardless of whether the assets of the
foreign branch are transferred for use
in the active conduct of a trade or busi-
ness outside the United States.

(c) Special rules concerning gain recog-
niced—(1) Character and source of gain.
The gain described in paragraph
(b)(1)(1) of this section shall be treated
as ordinary income of the transferor,
and the gain described in paragraph
(b)(1)(ii) of this section shall be treated
as long-term capital gain of the trans-
feror. Gain that is recognized pursuant
to the rules of this section shall be
treated as income from sources outside
the United States. Such recognized
gain shall be treated as foreign oil and
gas extraction income (as defined in
section 907) in the same proportion
that previously deducted foreign oil
and gas extraction losses bore to the
total amount of previously deducted
losses.

(2) Gain limitation. For a rule limiting
the amount of gain required to be rec-
ognized under section 367(a) upon any
transfer of property to a foreign cor-
poration, including the transfer of as-
sets of a foreign branch with previously
deducted losses, see §1.367(a)-1T(b)(3).

(3) Foreign goodwill and going concern
value. For purposes of this section, the
assets of a foreign branch shall include
foreign goodwill and going concern
value related to the business of the for-
eign branch, as defined in §1.367(a)-
1T(d)(5)(iii). Thus, gain realized upon
the transfer of the foreign goodwill or
going concern value of a foreign branch
to a foreign corporation will be taken
into account in computing the limita-
tion on loss recapture under paragraph
(c)(2) of this section.

(4) Transfers of certain intangible prop-
erty. Gain realized on the transfer of in-
tangible property (computed with ref-
erence to the fair market value of the
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intangible property as of the date of
the transfer) that is an asset of a for-
eign branch shall be taken into ac-
count in computing the limitation on
loss recapture under paragraph (c)(2) of
this section. For rules relating to the
crediting of gain recognized under this
section against income deemed to arise
by operation of section 367(d), see
§1.367(d)-1T(g)(3).

(d) Previously deducted losses—(1) In
general. This paragraph (d) provides
rules for determining, for purposes of
paragraph (b)(1) of this section, the
previously deducted losses of a foreign
branch any of whose assets are trans-
ferred to a foreign corporation in an
exchange described in section 367(a)(1).
Initially, the two previously deducted
losses of a foreign branch for a taxable
year are the total ordinary loss (‘‘pre-
viously deducted branch ordinary
loss’’) and the total capital loss (‘‘pre-
viously deducted branch capital loss’)
that were realized by the foreign
branch in that taxable year (a ‘‘branch
loss year’) prior to the transfer and
that were or will be reflected on a U.S.
income tax return of the transferor.
The previously deducted branch ordi-
nary loss for each branch loss year is
reduced by expired net ordinary losses
under paragraph (d)(2) of this section,
while the previously deducted capital
loss for each loss year is reduced by ex-
pired net capital losses under para-
graph (d)(3) of this section. For each
branch loss year, the remaining pre-
viously deducted branch ordinary loss
and the remaining previously deducted
branch capital loss are then reduced,
proceeding from the first branch loss
year to the last branch loss year, to re-
flect expired foreign tax credits under
paragraph (d)(4) of this section. The re-
ductions are made in the order of the
taxable years in which the foreign tax
credits arose. Finally, similar reduc-
tions are made to reflect expired in-
vestment credits under paragraph (d)(5)
of this section.

(2) Reduction by expired net ordinary
loss—(i) In general. The previously de-
ducted branch ordinary loss for each
branch loss year shall be reduced under
this paragraph (d)(2) by the amount of
any expired net ordinary loss with re-
spect to that branch loss year. Expired
net ordinary losses arising in years
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other than the branch loss year shall
reduce the previously deducted branch
ordinary loss for the branch loss year
only to the extent that the previously
deducted branch ordinary loss exceeds
the net operating loss, if any, incurred
by the transferor in the branch loss
year. The previously deducted branch
ordinary losses shall be reduced pro-
ceeding from the first branch loss year
to the last branch loss year. For each
branch loss year, expired net operating
losses shall be applied to reduce the
previously deducted branch ordinary
loss for that year in the order in which
the expired net ordinary losses arose.

(ii) Existence of expired net ordinary
loss. An expired net ordinary loss exists
with respect to a branch loss year to
the extent that—

(A) The transferor incurred a net op-
erating loss (within the meaning of sec-
tion 172(c));

(B) That net operating loss arose in
the branch loss year or was available
for carryover or carryback to the
branch loss year under section 172(b)(1);

(C) That net operating loss has nei-
ther given rise to a net operating loss
deduction (within the meaning of sec-
tion 172(a)) for any taxable year prior
to the year of the transfer, nor given
rise to a reduction of any previously
deducted branch ordinary loss (pursu-
ant to paragraph (d)(2) of this section)
of any foreign branch of the transferor
upon a previous transfer to a foreign
corporation; and

(D) The period during which the
transferor may claim a net operating
loss deduction with respect to that net
operating loss has expired.

(3) Reduction by expired net capital
loss—(1) In general. The previously de-
ducted branch capital loss for each
branch loss year shall be reduced under
this paragraph (d)(3) by the amount of
any expired net capital loss with re-
spect to that branch loss year. Expired
net capital losses arising in years other
than the branch loss year shall reduce
the previously deducted branch capital
loss for the branch loss year only to
the extent that the previously de-
ducted branch capital loss exceeds the
net capital loss, if any, incurred by the
transferor in the branch loss year. The
previously deducted branch capital
losses shall be reduced proceeding from
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the first branch loss year to the last
branch loss year. For each branch loss
year, expired net capital losses shall be
applied to reduce the previously de-
ducted branch capital loss for that year
in the order in which the expired net
capital losses arose.

(ii) Existence of expired net capital 10ss.
An expired net capital loss exists with
respect to a branch loss year to the ex-
tent that—

(A) The transferor incurred a net cap-
ital loss (within the meaning of section
1222(10));

(B) That net capital loss arose in the
branch loss year or was available for
carryover or carryback to the branch
loss year under section 1212;

(C) That net capital loss has neither
been allowed for any taxable year prior
to the year of the transfer, nor given
rise to a reduction of any previously
deducted branch capital loss (pursuant
to paragraph (c)(3) of this section) of
any foreign branch of the transferor
upon any previous transfer to a foreign
corporation; and

(D) The period during which the
transferor may claim a capital loss de-
duction with respect to that net cap-
ital loss has expired.

(4) Reduction for expired foreign tax
credit—(i) In general. The previously de-
ducted branch ordinary loss and the
previously deducted branch capital loss
for each branch loss year remaining
after the reductions described in para-
graph (d)(2) and (3) of this section shall
be further reduced under this para-
graph (d)(4) proportionately by the
amount of any expired foreign tax cred-
it loss equivalent with respect to that
branch loss year. The previously de-
ducted branch losses shall be reduced
proceeding from the first branch loss
year to the last branch loss year. For
each branch loss year, expired foreign
tax credit loss equivalents shall be ap-
plied to reduce the previously deducted
branch loss for that year in the order
in which the expired foreign tax credits
arose.

(ii) Existence of foreign tax credit loss
equivalent. A foreign tax credit loss
equivalent exists with respect to a
branch loss year if—

(A) The transferor paid, accrued, or is
deemed under section 902 or 960 to have
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paid creditable foreign taxes in a tax-
able year;

(B) The creditable foreign taxes were
paid, accrued, or deemed paid in the
branch loss year or were available for
carryover or carryback to the branch
loss year under section 904(c);

(C) No foreign tax credit with respect
to the foreign taxes paid, accrued, or
deemed paid has been taken because of
the operation of section 904(a) or simi-
lar limitations provided by the Code or
an applicable treaty, and such taxes
have not given rise to a reduction (pur-
suant to this paragraph (d)(b)) of any
previously deducted branch loss of the
foreign branch for a prior taxable year
or of any previously deducted branch
losses of any foreign branch of the
transferor upon a prior transfer to a
foreign corporation; and

(D) The period during which the
transferor may claim a foreign tax
credit for the foreign taxes paid, ac-
crued, or deemed paid has expired.

(iii) Amount of foreign tax credit loss
equivalent. The amount of the foreign
tax credit loss equivalent for the
branch loss year with respect to the
creditable foreign taxes described in
paragraph (d)(4)(ii) of this section is
the amount of those creditable foreign
taxes divided by the highest rate of tax
to which the transferor was subject in
the loss year.

(5) Reduction for expired investment
credits—(i) In general. The previously
deducted branch ordinary loss and the
previously deducted branch capital loss
for each branch loss year shall be fur-
ther reduced under this paragraph
(d)(b) proportionately by the amount of
any expired investment credit loss
equivalent with respect to that branch
year. The previously deducted branch
losses shall be reduced proceeding from
the first branch loss year to the last
branch loss year. For each branch loss
year, expired investment credit loss
equivalents shall be applied to reduce
the previously deducted branch loss for
that year in the order in which the ex-
pired investment credits were earned.

(ii) Existence of investment credit loss
equivalent. An investment credit loss
equivalent exists with respect to a
branch loss year if—
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(A) The transferor earned an invest-
ment credit (within the meaning of
section 46(a)) in a taxable year;

(B) The investment credit was earned
in the branch loss year or was available
for carryover or carryback to the
branch loss year under section 39;

(C) The investment credit earned by
the transferor in the credit year has
been denied by section 38(a) or by simi-
lar provisions of the Code and has not
given rise to a reduction (pursuant to
this paragraph (d)(5)) of any previously
deducted branch loss of the foreign
branch for a preceding taxable year or
of the previously deducted losses of any
foreign branch of the transferor upon
any previous transfer to a foreign cor-
poration; and

(D) The period during which the
transferor may claim the investment
credit has expired.

(iii) Amount of investment taxr credit
loss equivalent. The amount of the in-
vestment credit loss equivalent for the
branch loss year with respect to the in-
vestment credit described in paragraph
(d)(5)(ii) of this section is 85 percent of
the amount of that investment credit
divided by the highest rate of tax to
which the transferor was subject in the
loss year.

(e) Amounts that reduce previously de-
ducted losses subject to recapture—(1) In
general. This paragraph (e) describes
five amounts that reduce the sum of
the previously deducted branch ordi-
nary losses and the sum of the pre-
viously deducted branch capital losses
before they are taken into income
under paragraph (b) of this section.
Amounts representing ordinary income
shall be applied to reduce first the sum
of the previously deducted branch ordi-
nary losses to the extent thereof, and
then the sum of the previously de-
ducted branch capital losses to the ex-
tent thereof. Similarly, amounts rep-
resenting capital gains shall be applied
to reduce first the sum of the pre-
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viously deducted branch capital losses
and then the sum of the previously de-
ducted branch ordinary losses.

(2) Taxable income. The previously de-
ducted losses shall be reduced by any
taxable income of the foreign branch
recognized through the close of the
taxable year of the transfer, whether
before or after any taxable year in
which losses were incurred.

(3) Amounts currently recaptured under
section 904(f)(3). The previously de-
ducted losses shall be reduced by the
amount recognized under section
904(f)(3) on account of the transfer.

(4) [Reserved]

(5) Amounts previously recaptured
under section 904(f)(3)—(1) In general.
The previously deducted branch losses
shall be reduced by the portion of any
amount recognized under section
904(f)(3) upon a previous transfer of
property that was attributable to the
losses of the foreign branch, provided
that the amount did not reduce any
gain otherwise required to be recog-
nized under section 367(a)(3)(C) and this
section (or Revenue Ruling 78-201, 1978—
1C.B. 91).

(ii) Portion attributable to the losses of
the foreign branch—(A) Branch property.
The full amount recognized under sec-
tion 904(f)(3) upon a previous transfer
of property of the branch shall be
treated as attributable to the losses of
the foreign branch.

(B) Non-branch property. The portion
of the amount previously recognized
under section 904(f)(3) upon a transfer
of non-branch property that was attrib-
utable to the losses of the foreign
branch shall be the sum, over the tax-
able years in which the transferor sus-
tained an overall foreign loss some por-
tion of which was recaptured on the
disposition, of the recaptured portions
of those overall foreign losses after
multiplication by the following frac-
tion:

Losses of the foreign branch for the year

All foreign losses for the year
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For purposes of this fraction, the term
losses of the foreign branch for the year
means the losses of the foreign branch
that were taken into account under
section 904(f)(2) in determining the
amount of the transferor’s overall for-
eign loss for the year, and the term all
foreign losses for the year means all of
the losses of the transferor that were

taken into account under section
904(1)(2).
(6) Amounts previously recognized

under the rules of this section. The pre-
viously deducted losses shall be re-
duced by the amounts previously rec-
ognized under the rules of this section
upon a previous transfer of assets of
the foreign branch.

(f) Example. The rules of paragraphs
(b) through (e) of this section are illus-
trated by the following example.

Example. (i) Facts. X, a U.S. corporation, is
a calendar year taxpayer. On January 1, 1981,
X established a branch in foreign country A
to manufacture and sell X’s products in
country A. On July 1, 1986, X organized cor-
poration Y, a country A subsidiary, and
transferred to Y all of the assets of its coun-
try A branch, including goodwill and going
concern value. During the period from Janu-
ary 1, 1981, through July 1, 1986, X’s country
A branch earned income and incurred losses
in the following amounts:

COUNTRY A BRANCH

Ordinary | Capital

Year income gain

(loss) (loss)
1981 .. (200) 0
1982 .. (300) (100)
1983 .. (400) 0
1984 .. (200) 0
1985 .. (100) 0
1986 .. 50 0

At the time of the transfer of X’s country
A branch assets to Y, those assets had a fair
market value of $2,5600 and an adjusted basis
of $1,000. For each of the assets, fair market
value exceeded adjusted basis. X had no net
capital loss or unused investment credit dur-
ing any taxable year relevant to the trans-
fer. In 1984, X incurred a net operating loss of
$400, $200 of which was carried back to prior
years. An additional $50 of the 1984 net oper-
ating loss was carried over to 1985. The re-
maining $150 of the 1984 net operating loss
was not used in any year prior to the trans-
fer. In 1979, X paid creditable foreign taxes of
$330 that could not be claimed as a credit in
that year or any earlier year because of sec-
tion 904. Of those foreign taxes, $100 were
carried over and claimed as a credit in 1983,
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but the remaining $230 were not used in any
year prior to the transfer. X was not required
to recognize any gain under section 904(f)(3)
on account of the 1986 transfer or any prior
transfer. X was not required to recognize
gain upon the transfer under section 367(a)
(other than by reason of the provisions of
this section).

(ii) Previously deducted losses. The pre-
viously deducted losses of X’s country A
branch are $575 of ordinary losses and $25 of
capital losses, computed as follows: Initially,
the branch has previously deducted ordinary
losses of $1,000 ($200 + $300 + $400 + $100), and
previously deducted capital losses of $100.
(See paragraph (d)(1) of this section.)

(iii) Expired losses and credits. Under the
facts of this example, there are no reductions
for expired net ordinary losses or expired net
capital losses under paragraph (d)(2) or (3) of
this section. However, the previously de-
ducted losses are reduced proceeding from
the first branch loss year to the last branch
loss year to reflect the expired foreign tax
credit from 1979. The amount of the foreign
tax credit loss equivalent with respect to
1981 is $500 ($230/.46). It reduces the pre-
viously deducted losses for 1981 proportion-
ately. Thus, the previously deducted ordi-
nary loss for 1981 is reduced from $200 to $0.
(See paragraph (d)(4) of this section.) The
amount of the foreign tax credit loss equiva-
lent with respect to 1982 is $300 ($500— $200,
i.e., $138/.46). (See paragraph (d)(4)({i)(C) of
this section.) It reduces the previously de-
ducted losses for 1982 proportionately. Thus,
the previously deducted ordinary loss for
1982 is reduced from $300 to $75, and the pre-
viously deducted capital loss for 1982 is re-
duced from $100 to $25.

(iv) Further reductions. The previously de-
ducted ordinary losses of $5756 and the pre-
viously deducted capital losses of $25 are re-
duced by the taxable income earned by the
branch prior to the date of the transfer
($250). (See paragraph (e)(2) of this section.)
Since that income was ordinary income, it is
applied first to reduce the previously de-
ducted ordinary losses of $575 to $325. (See
paragraph (e)(1) of this section.)

(V) Recapture. Since the gain realized by X
upon its transfer of the branch assets to Y
exceeds the sum of the previously deducted
branch losses as defined and reduced above
$325 + $25), the limitation in paragraph (c)(2)
of this section does not apply. Thus, X is re-
quired to recognize $325 of ordinary income
and $25 of long-term capital gain upon the
transfer. (See paragraph (b) and (c)(1) of this
section.)

(g) Definition of foreign branch—(1) In
general. For purposes of this section,
the term foreign branch means an inte-
gral business operation carried on by a
U.S. person outside the United States.
Whether the activities of a U.S. person
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outside the United States constitute a
foreign branch operation must be de-
termined under all the facts and cir-
cumstances. Evidence of the existence
of a foreign branch includes, but is not
limited to, the existence of a separate
set of books and records, and the exist-
ence of an office or other fixed place of
business used by employees or officers
of the U.S. person in carrying out busi-
ness activities outside the TUnited
States. Activities outside the United
States shall be deemed to constitute a
foreign branch for purposes of this sec-
tion if the activities constitute a per-
manent establishment under the terms
of a treaty between the United States
and the country in which the activities
are carried out. Any U.S. person may
be treated as having a foreign branch
for purposes of this section, whether
that person is a corporation, partner-
ship, trust, estate, or individual.

(2) More than one branch. If a U.S.
person carries on more than one branch
operation outside the United States,
then the rules of this section must be
separately applied with respect to each
foreign branch that is transferred to a
foreign corporation. Thus, the pre-
viously deducted losses of one branch
may not be offset, for purposes of de-
termining the gain required to be rec-
ognized under the rules of this section,
by the income of another branch that
is also transferred to a foreign corpora-
tion. Similarly, the 1losses of one
branch shall not be recaptured upon a
transfer of the assets of a separate
branch. Whether the foreign activities
of a U.S. person are carried out
through more than one branch must be
determined under all of the facts and
circumstances. In general, a separate
branch exists if a particular group of
activities is sufficiently integrated to
constitute a single business that could
be operated as an independent enter-
prise. For purposes of determining the
combination of activities that con-
stitute a branch operation as defined in
this paragraph (g), the nominal rela-
tionship among those activities shall
not be controlling. Factors suggesting
that nominally separate business oper-
ations constitute a single foreign
branch include a substantial identity
of products, customers, operational fa-
cilities, operational processes, account-
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ing and record-keeping functions, man-
agement, employees, distribution chan-
nels, or sales and purchasing forces.
For examples of the application of the
principles of this paragraph (g)(2), see
Revenue Ruling 81-82, 1981-1 C.B. 127.

(3) Consolidated group. For purposes of
this section, the activities of each of
two domestic corporations outside the
United States will be considered to
constitute a single foreign branch if—

(i) The two corporations are members
of the same consolidated group of cor-
porations; and

(ii) The activities of the two corpora-
tions in the aggregate would constitute
a single foreign branch if conducted by
a single corporation.
Notwithstanding the preceding rule of
this paragraph (g)(3), gains of a foreign
branch of a domestic corporation aris-
ing in a year in which that corporation
did not file a consolidated return with
a second domestic corporation shall
not be applied to reduce the previously
deducted losses of a foreign branch of
the second corporation (but may be ap-
plied to reduce such losses of the for-
eign branch of the first corporation)
upon the transfer of the two branches
to a foreign corporation, even though
the two domestic corporations file a
consolidated return for the year in
which the transfer occurs and the two
branches are considered at that time to
constitute a single foreign branch. For
an example of the application of the
principles of this paragraph (g)(3), see
Revenue Ruling 81-89, 1981-1 C.B. 129.

(4) Property mnot transferred. A U.S.
transferor’s failure to transfer any
property of a foreign branch shall be ir-
relevant to the determination of the
previously deducted losses of the
branch subject to recapture under the
rules of this section. Thus, if the ac-
tivities with respect to untransferred
property constituted a part of the
branch operation under the rules of
this paragraph (g), then the losses gen-
erated by those activities shall be sub-
ject to recapture, notwithstanding the
failure to transfer the property. For an
example of the application of the prin-
ciples of this paragraph (g)(4), see Rev-
enue Ruling 80-247, 1980-2 C.B. 127, re-
lating to property abandoned by the
U.S. transferor.

(h) Anti-abuse rule. If—
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(1) A U.S. person transfers property
of a foreign branch to a domestic cor-
poration for a principal purpose of
avoiding the effect of this section; and

(2) The domestic corporation there-
after transfers the property of the for-
eign branch to a foreign corporation,

Then, solely for purposes of this sec-
tion, that U.S. person shall be treated
as having transferred the property of
the branch directly to the foreign cor-
poration. A U.S. person shall be pre-
sumed to have transferred property of
a foreign branch for a principal purpose
of avoiding the effect of this section if
the property is transferred to the do-
mestic corporation less than two years
prior to the domestic corporation’s
transfer of the property to a foreign
corporation. This presumption may be
rebutted by clear evidence that the
subsequent transfer of the property
was not contemplated at the time of
the initial transfer to the domestic cor-
poration and that avoidance of the ef-
fect of this section was not a principal
purpose for the transaction. A transfer
may have more than one principal pur-
pose.

(i) Basis adjustments. Basis adjust-
ments reflecting gain recognized pursu-
ant to this section shall be made as de-
scribed in §1.367(a)-1T(b)(4)(ii).

[T.D. 8087, 51 FR 17950, May 16, 1986, as
amended by T.D. 9615, 78 FR 17063, Mar. 19,
2013; T.D. 9760, 81 FR 15169, Mar. 22, 2016]

§1.367(a)-7 Outbound transfers of
property described in section 361(a)
or (b).

(a) Scope and purpose. This section
provides rules under section 367(a)(5)
that apply to the transfer of certain
property (including stock or securities)
by a domestic corporation (U.S. trans-
feror) to a foreign corporation (foreign
acquiring corporation) in a section 361
exchange. This section applies only to
the transfer of section 367(a) property.
See section 367(d) for rules applicable
to transfers of section 367(d) property.
Paragraph (b) of this section provides
the general rule requiring the recogni-
tion of gain on the transfer of section
367(a) property, while paragraph (c) of
this section provides an elective excep-
tion to the general rule that is avail-
able if certain requirements are satis-
fied. Paragraph (d) of this section pro-
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vides rules for applying the elective ex-
ception to a section 361 exchange fol-
lowed by successive distributions to
which section 355 applies. Paragraph (e)
of this section provides rules for recog-
nizing gain on section 367(a) property,
not willful relief provisions, an anti-
abuse rule, and special rules that take
into account income inclusions under
§1.367(b)-4 and gain recognition under
§1.367(a)-6T. Paragraph (f) of this sec-
tion provides definitions, and para-
graph (g) of this section provides exam-
ples. Paragraph (h) of this section pro-
vides applicable cross-references, para-
graph (i) of this section is reserved, and
paragraph (j) of this section provides
effective/applicability dates.

(b) General rule—(1) Nonrecognition ex-
changes enumerated in section 367(a)(1).
Except to the extent provided in para-
graphs (b)(2) and (c) of this section, the
exceptions to section 367(a)(1) provided
in section 367(a) and the regulations
under that section do not apply to a
transfer of section 367(a) property by a
U.S. transferor to a foreign acquiring
corporation in a section 361 exchange,
and the U.S. transferor shall recognize
any gain (but not loss) realized with re-
spect to the section 367(a) property
under section 367(a)(1). Realized gain is
recognized pursuant to the prior sen-
tence notwithstanding the application
of any other nonrecognition provision
enumerated in section 367(a)(1) to the
transfer (such as section 351 or 354).

(2) Nonrecognition exchanges not enu-
merated in section 367(a)(1). To the ex-
tent a transfer of items of property de-
scribed in paragraph (b)(1) of this sec-
tion also qualifies for nonrecognition
under a provision that is not enumer-
ated in section 367(a)(1) (such as sec-
tion 1036), the U.S. transferor recog-
nizes gain or loss realized on the trans-
fer of such items of property, but the
amount of loss recognized on the prop-
erty shall not exceed the amount of
gain recognized on the property. See
section 337(d).

(c) Elective exception. Except to the
extent provided in paragraph (d) of this
section, paragraph (b) of this section
does not apply to the transfer of sec-
tion 367(a) property by a U.S. trans-
feror to a foreign acquiring corporation
in a section 361 exchange if the condi-
tions of paragraphs (c¢)(1), (¢)(2), (¢)(3),
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and (c)(4) of this section are satisfied,
and an election to apply the exception
provided by this paragraph (c) is made
in the manner provided by paragraph
(c)(5) of this section. If this paragraph
(c) applies to the section 361 exchange,
see, for example, §§1.367(a)-2T, 1.367(a)-
3, 1.367(a)—4T, 1.367(a)-5T, or 1.367(a)-6T,
as applicable, for additional require-
ments that must be satisfied in order
for the U.S. transferor to not recognize
gain under section 367(a)(1) on the
transfer of section 367(a) property in
the section 361 exchange. Nothing in
this section provides for the non-
recognition of gain not otherwise per-
mitted under another provision of the
Internal Revenue Code (Code) or the
regulations.

(1) Control. Immediately before the
reorganization, the U.S. transferor is
controlled (within the meaning of sec-
tion 368(c)) by five or fewer, but at
least one, control group members. For
illustrations of this rule, see paragraph
(g) of this section, Erample 4 and Exam-
ple 5.

(2) Gain recognition—(1) Non-control
group members. The U.S. transferor rec-
ognizes gain equal to the product of the
inside gain multiplied by the aggregate
ownership interest percentage of all
non-control group members, reduced
(but not below zero) by the sum of the
amounts described in paragraphs
(©)2)H(A), (©)(2)(1)(B), and (c)(2)(I)(C)
of this section.

(A) Gain recognized with respect to
stock or securities under §1.367(a)-
3(e)(3)(iii)(B) (including any portion
treated as a deemed dividend under
section 1248(a));

(B) Gain recognized with respect to
stock or securities under §1.367(a)-6T
(including any portion treated as a
deemed dividend under section 1248(a))
attributable to non-control group
members (as determined pursuant to
§1.367(a)-7(e)(5)); and

(C) A deemed dividend included in in-
come under §1.367(b)-4 attributable to
non-control group members (as deter-
mined pursuant to §1.367(a)-7(e)(4)).

(i1) Control group members. With re-
spect to each control group member,
the U.S. transferor recognizes gain
equal to the amount, if any, by which
the amount described in paragraph
(¢)(2)(ii)(A) of this section exceeds the
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amount described in
(c)(2)(i1)(B) of this section.

(A) The product of the inside gain
multiplied by such control group mem-
ber’s ownership interest percentage, re-
duced (but not below zero) by the sum
of the amounts described in paragraphs
(e)(2)E1AXD), (©)(2)(ID(A)2), and
(©)(2)({1)(A)(3) of this section (attrib-
utable inside gain).

(I) Gain recognized with respect to
stock or securities under §1.367(a)-
3(e)(3)(iii)(C) (including any portion
treated as a deemed dividend under
section 1248(a)) attributable to the con-
trol group member;

(2) Gain recognized with respect to
stock or securities under §1.367(a)-6T
(including any portion treated as a
deemed dividend under section 1248(a))
attributable to the control group mem-
ber (as determined pursuant to
§1.367(a)-7(e)(b)); and

(3) A deemed dividend included in in-
come under §1.367(b)—4 attributable to
the control group member (as deter-
mined pursuant to §1.367(a)-7(e)(4)).

(B) The product of the section 367(a)
percentage multiplied by the fair mar-
ket value of the stock received by the
U.S. transferor in the section 361 ex-
change and distributed to the control
group member under section 354, 355, or
356.

(iii) INlustration of rules. For an illus-
tration of gain recognition under para-
graph (¢)(2)(i) of this section, see para-
graph (g) of this section, Example 1. For
an illustration of gain recognition
under paragraph (c)(2)(ii) of this sec-
tion, see paragraph (g) of this section,
Example 2.

(3) Basis adjustments required for con-
trol group members—(i) General rule. Ex-
cept as provided in paragraph (c)(3)(iv)
of this section, if there is any attrib-
utable inside gain (determined under
paragraph (c)(2)(ii)(A) of this section)
with respect to a control group mem-
ber, then such control group member’s
aggregate basis in the stock received in
exchange for (or with respect to, as ap-
plicable) stock or securities of the U.S.
transferor under section 354, 355, or 356,
as determined under section 358 and
the regulations under that section (sec-
tion 358 basis), is reduced by the
amount in paragraph (¢)(3)(1)(A),

paragraph
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(©)(3)[1)(B), or (c)3)@)C) of this sec-
tion, as applicable.

(A) If the control group member has
outside gain, the amount, if any, by
which the attributable inside gain, re-
duced by any gain recognized by the
U.S. transferor with respect to the con-
trol group member under paragraph
(¢)(2)(ii) of this section, exceeds the
control group member’s outside gain.

(B) If the control group member has
outside loss, the amount, if any, by
which the attributable inside gain, re-
duced by any gain recognized by the
U.S. transferor with respect to the con-
trol group member under paragraph
(¢)(2)(ii) of this section, exceeds the
control group member’s outside loss
(for this purpose, treating the outside
loss as a negative amount).

(C) If the control group member has
no outside gain or outside loss, the
amount of the attributable inside gain,
reduced by any gain recognized by the
U.S. transferor with respect to the con-
trol group member under paragraph
(c)(2)(ii) of this section.

(i1) Stock received in the section 361 ex-
change. This paragraph (c)(3) applies
only to stock received by the U.S.
transferor in the section 361 exchange
and distributed to the control group
member in exchange for (or with re-
spect to, as applicable) stock or securi-
ties of the U.S. transferor.

(iii) Pro rata adjustments. The section
358 basis of each share of stock received
by the control group member must be
reduced pro rata based on the relative
section 358 basis of all shares of stock
received by the control group member.

(iv) Successive distributions to which
section 355 applies. Paragraph (c)(3) of
this section does not apply to a control
group member that distributes the
stock of a foreign acquiring corpora-
tion received from the U.S. transferor
in a distribution satisfying the require-
ments of section 355 (section 355 dis-
tribution) that is in connection with a
transaction described in paragraph (d)
of this section (relating to successive
section 355 distributions). If paragraph
(c)(3) of this section does not apply to
a control group member pursuant to
this paragraph (c¢)(3)(iv), then para-
graph (c)(3) of this section shall apply
to the final distributee (as defined in
paragraph (d) of this section) that re-
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ceives the stock of the foreign acquir-
ing corporation in the final section 355
distribution described in paragraph (d)
of this section.

(v) Illustration of rules. For illustra-
tions of the adjustment to stock basis
under paragraph (c)(3)(i) of this sec-
tion, see paragraph (g) of this section,
Example 1 and Example 2, §1.367(a)-
3(e)(8), Example 3, and §1.1248(f)-2(e),
Example 3. For an illustration of the
adjustment to stock basis under para-
graph (c)(3)(iii) of this section, see
paragraph (g) of this section, Example 3.

(4) Agreement to amend or file a U.S. in-
come tax return—(i) General rule. Except
as provided in paragraph (c)(4)(ii) of
this section, the U.S. transferor com-
plies with the requirements of
§1.6038B-1(c)(6)(iii), relating to the re-
quirement to report gain that was not
recognized by the U.S. transferor upon
certain subsequent dispositions by the
foreign acquiring corporation of sec-
tion 367(a) property received from the
U.S. transferor in the section 361 ex-
change.

(ii) Ezception. To the extent section
367(a) property transferred in the sec-
tion 361 exchange is subject to
§1.367(a)-3(e) (relating to transfers of
stock or securities by a domestic cor-
poration to a foreign corporation in a
section 361 exchange), §1.6038B—
1(c)(6)(iii) does not apply with respect
to the transfer of that property.

(5) Election and reporting require-
ments—(i) General rule. The U.S. trans-
feror and each control group member
elect to apply the provisions of para-
graph (c) of this section in the manner
provided under paragraph (c)(5)(ii) or
(c)(5)(iii) of this section, as applicable,
and by entering into a written agree-
ment described in paragraph (c)(5)(iv)
of this section. If a control group mem-
ber distributes the stock of the foreign
acquiring corporation received from
the U.S. transferor in a section 355 dis-
tribution that is in connection with a
transaction described in paragraph (d)
of this section, the final distributee
that receives that stock in the final
section 355 distribution elects to apply
the provisions of this paragraph (c) and
enters into the written agreement in-
stead of the control group member. For
this purpose, the term control group
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member will be replaced by the term
final distributee, as appropriate.

(ii) Control group member—(A) Time
and manner of making election. Each
control group member elects to apply
the provisions of paragraph (c) of this
section by including a statement (in
the form and with the content specified
in paragraph (c)(5)(ii)(B) of this sec-
tion) on or with a timely filed return
for the taxable year in which the reor-
ganization occurs. If the control group
member is a member of a consolidated
group but is not the common parent of
the consolidated group, the common
parent makes the election on behalf of
the control group member.

(B) Form and content of election state-
ment. The statement must be entitled,
“ELECTION TO APPLY EXCEPTION
UNDER §1.367(a)-7(c),”” and set forth:

(I) The name and taxpayer identifica-
tion number (if any) of the control
group member, the U.S. transferor, the
foreign acquiring corporation and, in
the case of a triangular reorganization
(within the meaning of §1.358-6(b)(2)),
the corporation that controls the for-
eign acquiring corporation; the control
group member’s ownership interest
percentage in the U.S. transferor; and
the percentage of voting stock and
non-voting stock of the U.S. transferor
owned by the control group member for
purposes of satisfying the control re-
quirement of paragraph (c)(1) of this
section;

(2) If the control group member is a
member of a consolidated group but is
not the common parent, the name and
taxpayer identification number of the
common parent;

(3) The amount of the adjustment (if
any) to stock basis required under
paragraph (c¢)(3) of this section, the re-
sulting adjusted basis in the stock, and
the fair market value of the stock, or if
no stock was received, indicate no
stock was received; and

(4) The date on which the written
agreement described in paragraph
(c)(b)(iv) of this section was entered
into.

(iii) Statement by U.S. transferor. The
U.S. transferor elects to apply the pro-
visions of paragraph (c) of this section
in the form and manner set forth in
§1.6038B-1(c)(6)(ii).
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(iv) Written agreement. The U.S. trans-
feror and each control group member
must enter into a written agreement
satisfying the conditions of this para-
graph on or before the due date (includ-
ing extensions) for the U.S. transferor’s
tax return for the taxable year in
which the reorganization occurs. Each
party to the agreement must retain the
original or a copy of the agreement in
the manner specified by §1.6001-1(e).
Each party to the agreement must pro-
vide a copy of the agreement to the In-
ternal Revenue Service within 30 days
of the receipt of a request for the copy
of the agreement. The written agree-
ment must—

(A) State the document constitutes
an agreement entered into pursuant to
paragraph (c)(5) of this section;

(B) Identify the U.S. transferor, the
foreign acquiring corporation, the cor-
poration that controls the foreign ac-
quiring corporation (in the case of a
triangular reorganization within the
meaning of §1.358-6(b)(2)), and each
control group member, and provide the
taxpayer identification number (if any)
for each corporation;

(C) State the amount of gain (if any)
recognized by the U.S. transferor under
paragraph (c)(2) of this section; and

(D) With respect to each control
group member, state the amount of the
adjustment (if any) to stock basis re-
quired under paragraph (c)(3) of this
section, the resulting adjusted basis in
the stock, and the fair market value of
the stock. Alternatively, if a control
group member did not receive any
stock, indicate that no stock was re-
ceived.

(d) Section 361 exchange followed by
successive distributions to which section
355 applies. If the U.S. transferor dis-
tributes stock of the foreign acquiring
corporation received in the section 361
exchange to a control group member in
a section 3565 distribution and, as part
of a plan or series of related trans-
actions, that stock is further distrib-
uted in one or more successive section
355 distributions, paragraph (c) of this
section can apply to the section 361 ex-
change only to the extent each subse-
quent section 3565 distribution is to a
member of the affiliated group (within
the meaning of section 1504) that in-
cludes the U.S. transferor immediately

391



§1.367(a)-7

before the reorganization. In that case,
each affiliated group member that re-
ceives stock of the foreign acquiring
corporation in the final section 355 dis-
tribution (final distributee) is subject
to the requirements of paragraphs
(¢)(3) and (c)(b) of this section. If this
paragraph (d) applies, then for purposes
of applying paragraphs (c)(3), (c)(b) or
(e)(2) of this section the term control
group member is replaced by the term
final distributee, as appropriate.

(e) Other rules—(1) Section 367(a) prop-
erty with respect to which gain is recog-
nized. Except as otherwise provided in
this paragraph (e)(1), gain recognized
by the TU.S. transferor pursuant to
paragraph (c)(2) of this section will be
treated as recognized with respect to
the section 367(a) property transferred
in the section 361 exchange in propor-
tion to the amount of gain realized by
the U.S. transferor on the transfer of
each item of section 367(a) property.
This paragraph (e)(1) will be applied
after taking into account any gain or
deemed dividends (including any
deemed dividends under section 1248(a))
recognized by the U.S. transferor on
the transfer of the section 367(a) prop-
erty in the section 361 exchange pursu-
ant to all other provisions of sections
367(a) and (b) and the regulations under
that section. See, for example,
§§1.367(a)-2T, 1.367(a)-3(e), 1.367(a)-4T,
1.367(a)-bT, 1.367(a)-6T, and 1.367(b)-4. If
the U.S. transferor recognizes gain (in-
cluding gain treated as a deemed divi-
dend under section 1248(a)) pursuant to
§1.367(a)-3(e)(3)(ii1)(B) or (e)(3)(1ii)(C)
with respect to stock or securities
transferred in the section 361 exchange,
the realized gain in such stock or secu-
rities shall not be taken into account
for purposes of applying this paragraph
(e)(1) to gain recognized under para-
graph (c)(2) of this section attributable
to TU.S. transferor shareholders de-
scribed in §1.367(a)-3(e)(3)(iii)(B) or
(e)(3)(iii)(C). Accordingly, gain recog-
nized under paragraph (c)(2) attrib-
utable to such U.S. transferor share-
holders shall not be treated as recog-
nized with respect to such stock or se-
curities under this paragraph. Further-
more, to the extent gain recognized by
the U.S. transferor under paragraph
(c)(2) is treated as recognized with re-
spect to stock in a foreign corporation
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transferred in the section 361 exchange
to which section 1248(a) applies, the
portion of such gain treated as a
deemed dividend under section 1248(a)
is the product of the amount of the
gain multiplied by the ratio of the
amount that would be treated as a
deemed dividend under section 1248(a)
if all gain in the transferred stock were
recognized under §1.367(a)-7(b) and the
amount of gain realized in the trans-
ferred stock. See §1.367(a)-1T(b)(4) and
§1.367(a)-1(b)(4)(A)(B) for additional
rules on the character, source, and ad-
justments relating to gain recognized
under section 367(a)(1), and §1.367(b)-
2(e) for rules on the timing, treatment,
and effect of amounts included in in-
come as deemed dividends pursuant to
regulations under section 367(b).

(2) Relief for certain failures to comply
that are not willful—({) In general. A
control group member or U.S. trans-
feror’s failure to comply with any re-
quirement of this section will be
deemed not to have occurred for pur-
poses of satisfying the requirements of
this section if the control group mem-
ber or U.S. transferor (or the foreign
acquiring corporation on behalf of the
U.S. transferor), as applicable, dem-
onstrates that the failure was not will-
ful using the procedure set forth in
paragraph (e)(2)(ii) of this section. For
this purpose, willful is to be inter-
preted consistent with the meaning of
that term in the context of other civil
penalties, which would include a fail-
ure due to gross negligence, reckless
disregard, or willful neglect. Whether
the failure to comply was a willful fail-
ure will be determined by the Director
of Field Operations International,
Large Business & International (or any
successor to the roles and responsibil-
ities of such person) (Director) based
on all the facts and circumstances. The
control group member or U.S. trans-
feror (or the foreign acquiring corpora-
tion on behalf of the U.S. transferor),
as applicable, must submit a request
for relief and an explanation as pro-
vided in paragraph (e)(2)(ii) of this sec-
tion. Although a U.S transferor whose
failure to comply is determined not to
be willful will not be subject to gain
recognition under this section, the U.S.
transferor will be subject to a penalty
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under section 6038B if the U.S. trans-
feror fails to demonstrate that the fail-
ure was due to reasonable cause and
not willful neglect. See §1.6038B-1(b)
and (f). The determination of whether
the failure to comply was willful under
this section has no effect on any re-
quest for relief made under §1.6038B-—
1(f).

(i1) Procedures for establishing that a
failure to comply was not willful—(A)
Time and manner of submission. A con-
trol group member or U.S. transferor’s
statement that the failure to comply
was not willful will be considered only
if, promptly after the control group
member or U.S. transferor, as applica-
ble, becomes aware of the failure, an
amended return is filed for the taxable
year to which the failure relates that
includes the information that should
have been included with the original
return for such taxable year or that
otherwise complies with the rules of
this section, and that includes a writ-
ten statement explaining the reasons
for the failure to comply. The amended
return must be filed with the Internal
Revenue Service at the location where
the taxpayer filed its original return.
The U.S. transferor may submit a re-
quest for relief from the penalty under
section 6038B as part of the same sub-
mission. See §1.6038B-1(f).

(B) Notice requirement. In addition to
the requirements of paragraph
(e)(2)(i1)(A) of this section, a control
group member or U.S. transferor, as
applicable, must comply with the no-
tice requirements of this paragraph
(e)(2)(ii)(B). If any taxable year of the
control group member or U.S. trans-
feror, as applicable, is under examina-
tion when the amended return is filed,
a copy of the amended return and any
information required to be included
with such return must be delivered to
the Internal Revenue Service personnel
conducting the examination. If no tax-
able year of the control group member
or U.S transferor, as applicable, is
under examination when the amended
return is filed, a copy of the amended
return and any information required to
be included with such return must be
delivered to the Director.

(iii) For illustrations of the applica-
tion of the willfulness standard of this
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paragraph (e)(2), see the examples in
§1.367(a)-8(p)(3).

(3) Anti-abuse rule. Any property of
the U.S. transferor acquired with a
principal purpose of affecting any de-
termination under this section (includ-
ing, for example, the section 367(a) per-
centage, inside gain, or inside basis)
shall not be taken in account for pur-
poses of any determination under this
section. Nothing in this paragraph
(e)(3) constitutes a limitation on or
modification to judicial doctrines, in-
cluding step-transaction or substance-
over-form.

(4) Certain income inclusions under
$1.367(b)—4—(1) Income inclusion attrib-
utable to U.S. transferor shareholder de-
scribed in §1.367(a)-3(e)(3)(iii)(A). If pur-
suant to §1.367(a)-3(e)(3)(iii)(B) or
(e)(3)(iii)(C) the U.S. transferor is re-
quired to recognize gain on the transfer
of foreign stock (all or a portion of
which is treated as a deemed dividend
under section 1248(a)), and if pursuant
to §1.367(b)-4(b)(1)(i) the U.S. transferor
is also required to include in income as
a deemed dividend the section 1248
amount (within the meaning of
§1.367(b)-2(c)) in the foreign stock, then
the section 1248 amount included in in-
come under §1.367(b)-4(b)(1)(i) is attrib-
utable to each U.S. transferor share-
holder described in §1.367(a)-
3(e)(3)(iii)(A) pursuant to this para-
graph (e)(4)(i). The portion of the sec-
tion 1248 amount attributable to each
U.S. transferor shareholder described
in §1.367(a)-3(e)(3)(iii)(A) is the portion
of the section 1248 amount that bears
the same ratio as such U.S. transferor
shareholder’s ownership interest per-
centage bears to the aggregate owner-
ship interest percentage of all U.S.
transferor shareholders described in
§1.367(a)-3(e)(3)(iii)(A).

(ii) Ordering rules for determining sec-
tion 1248 amount. The section 1248
amount (within the meaning of
§1.367(b)-2(c)) included in income as a
deemed dividend under §1.367(b)-
4(b)(1)(i) is determined after taking
into account any gain recognized under
§§1.367(a)-3(e)(3)(1ii)(B) or (e)(3)(iii)(C)
or 1.367(a)-6T that is treated as a
deemed dividend under section 1248(a).
See §1.367(a)-3(e)(7) and paragraph
(e)(5)(ii) of this section for rules to de-
termine the amount of gain recognized
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under §§1.367(a)-3(e)(3)(iii)(B) or
(e)(3)(iii)(C) or 1.367(a)-6T, respectively,
that is treated as a deemed dividend
under section 1248(a).

(5) Certain gain under §1.367(a)-6T—()
Gain attributable to U.S. transferor share-
holder described in $1.367(a)-
3(e)(3)(iii)(A). If pursuant to §1.367(a)-
3(e)(3)(iii)(B) or (e)(3)(iii)(C), the U.S.
transferor is required to recognize gain
on the transfer of stock or securities,
and if pursuant to §1.367(a)-6T the U.S.
transferor is also required to recognize
gain, then gain recognized under
§1.367(a)-6T (including any portion
treated as a deemed dividend under
section 1248(a)) to the extent treated as
recognized with respect to the stock or
securities, is attributable to each U.S.
transferor shareholder described in
§1.367(a)-3(e)(3)(iii)(A) pursuant to this
paragraph (e)(5)(i). The portion of the
gain (including any portion treated as
a deemed dividend wunder section
1248(a)) that is attributable to each
U.S. transferor shareholder described
in §1.367(a)-3(e)(3)(iii)(A) is the portion
of the gain that bears the same ratio as
such U.S. transferor shareholder’s own-
ership interest percentage bears to the
aggregate ownership interest percent-
age of all U.S. transferor shareholders
described in §1.367(a)-3(e)(3)(iii)(A).

(i1) Gain subject to section 1248(a). If
the U.S. transferor recognizes gain
under §1.367(a)-6T with respect to
transferred stock that is stock in a for-
eign corporation to which section
1248(a) applies, the portion of such gain
treated as a deemed dividend under
section 1248(a) is determined after tak-
ing into account any gain recognized
under §1.367(a)-3(e)(3)(iii)(B) or
(e)(3)(iii)(C) and the amount of such
gain treated as a deemed dividend
under section 1248(a) pursuant to
§1.367(a)-3(e)(7).

(f) Definitions. The following defini-
tions apply for purposes of this section:

(1) Control group, control group mem-
ber, and mon-control group member—(i)
General rule. Except as provided in
paragraph (f)(1)(ii) of this section, the
control group is the group of five or
fewer, but at least one, domestic cor-
porations that controls (within the
meaning of section 368(c)) the U.S.
transferor immediately before the reor-
ganization. If the U.S. transferor is
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owned directly by more than five do-
mestic corporations immediately be-
fore the reorganization, but some com-
bination of five or fewer domestic cor-
porations controls the U.S. transferor,
the U.S. transferor must designate the
five or fewer domestic corporations
that comprise the control group on
Form 926, ‘“Return by a U.S. Transferor
of Property to a Foreign Corporation.”
For purposes of identifying the control
group, members of an affiliated group
(within the meaning of section 1504) are
treated as a single corporation. Except
as provided in paragraph (f)(1)(ii) of
this section, a control group member is a
domestic corporation that is part of
the control group. A non-control group
member is a shareholder of the U.S.
transferor immediately before the reor-
ganization that is not a control group
member.

(ii) Exception for certain entities. Regu-
lated investment companies (as defined
in section 851(a)), real estate invest-
ment trusts (as defined in section
856(a)), and S corporations (as defined
in section 1361(a)) cannot be control
group members.

(2) Deductible liability is any liability
of the U.S. transferor that is assumed
in the section 361 exchange if payment
of the liability would give rise to a de-
duction.

(3) Fair market value is the fair mar-
ket value determined without regard to
mortgages, liens, pledges, or other li-
abilities. For this purpose, the fair
market value of any property subject
to a nonrecourse indebtedness shall be
treated as being not less than the
amount of any nonrecourse indebted-
ness to which such property is subject.

(4) Inside basis is the aggregate basis
of the section 367(a) property trans-
ferred by the U.S. transferor in the sec-
tion 361 exchange and, except as other-
wise provided in this paragraph (f)(4),
increased by any gain recognized or
any deemed dividend included in in-
come by the U.S. transferor under sec-
tion 367 on the transfer of the section
367(a) property in the section 361 ex-
change, but not including any gain rec-
ognized under paragraph (c)(2) of this
section. If the U.S. transferor transfers
stock or securities and recognizes gain
under §1.367(a)-3(e)(3)(iii)(B) or
(e)(3)(iii)(C) with respect to such stock
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or securities, then inside basis is not
increased for gain recognized or
deemed dividends included in income
that are described in paragraph (f)(4)(i),
(f)(4)(ii), or (f)(4)(iii) of this section.

(i) Gain recognized under §1.367(a)-
3(e)(3)(iii)(B) or (e)(3)(iii)(C) (including
any portion treated as a deemed divi-
dend under section 1248(a));

(ii) Gain recognized under §1.367(a)-
6T (including any portion treated as a
deemed dividend under section 1248(a))
attributable to U.S. transferor share-
holders described in §1.367(a)-
3(e)(3)(iii)(A) (as determined pursuant
to §1.367(a)-7(e)(b));

(iii) A deemed dividend included in
income under §1.367(b)-4(b) attrib-
utable to U.S. transferor shareholders
described in §1.367(a)-3(e)(3)(iii)(A) (as
determined pursuant to §1.367(a)-
7(e)(4)).

(5) Inside gain is the amount (but not
below zero) by which the aggregate fair
market value of the section 367(a) prop-
erty transferred in the section 361 ex-
change exceeds the sum of:

(i) The inside basis; and

(ii) The product of the section 367(a)
percentage multiplied by the aggregate
deductible liabilities of the U.S. trans-
feror.

(6) Outside gain or loss is the product
of the section 367(a) percentage multi-
plied by the difference between—

(i) The aggregate fair market value
of the stock received by a control
group member in exchange for (or with
respect to, as applicable) stock or secu-
rities of the U.S. transferor under sec-
tion 354, 355, or 356, and

(ii) The control group member’s ag-
gregate section 358 basis (as defined in
paragraph (c)(3) of this section) in such
stock received, determined without re-
gard to any adjustment to that basis
under paragraph (c¢)(3) of this section.

() Ownership interest percentage is the
ratio of the fair market value of the
stock in the U.S. transferor owned by a
shareholder to the fair market value of
all of the outstanding stock of the U.S.
transferor. Except as provided in this
paragraph (f)(7), the ownership interest
percentage of a shareholder is deter-
mined immediately before the reorga-
nization. For purposes of determining
the ownership interest percentage with
respect to each shareholder, however,
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the numerator and denominator of the
fraction are first reduced as described
in this paragraph (f)(7). The numerator
is reduced (but not below zero) by any
distributions by the U.S. transferor of
money or other property (within the
meaning of section 356) to such share-
holder pursuant to the plan of reorga-
nization, but only to the extent such
money or other property is not pro-
vided by the foreign acquiring corpora-
tion in exchange for property of the
U.S. transferor acquired in the section
361 exchange. Furthermore, the denom-
inator of the fraction is reduced (but
not below zero) by all such distribu-
tions by the U.S. transferor to all
shareholders. For illustrations of this
definition, see paragraph (g) of this sec-
tion, Example 4 and Example 5.

(8) Section 361 exchange is an exchange
described in section 361(a) or (b).

(9) Section 367(a) percentage is the
ratio of the aggregate fair market
value of the section 367(a) property
transferred by the U.S. transferor in
the section 361 exchange to the aggre-
gate fair market value of all property
transferred by the U.S. transferor in
the section 361 exchange.

(10) Section 367(a) property. Except as
provided in paragraph (e)(3) of this sec-
tion, section 367(a) property is any prop-
erty, as defined in §1.367(a)-1T(d)(4),
other than section 367(d) property.

(11) Section 367(d) property is property
described in section 936(h)(3)(B).

(12) Timely filed return is a U.S. in-
come tax return filed on or before the
due date set forth in section 6072(b), in-
cluding any extensions of time to file
the return granted under section 6081.

(13) U.S. transferor shareholder is a
person that is either a control group
member or a non-control group mem-
ber.

(g) Examples. The rules of this section
are illustrated by the examples set
forth in this paragraph (g). See also
§1.367(a)-3(e)(8), Example 2 and Example
3. The analysis of the following exam-
ples is limited to a discussion of issues
under this section. Unless otherwise in-
dicated, for purposes of the following
examples: DP1, DP2, and DC are domes-
tic corporations that do not join in the
filing of a consolidated return and none
of which is a regulated investment
company, a real estate investment
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trust, or an S corporation; FP and FA
are foreign corporations created or or-
ganized under the laws of Country B
and are unrelated to DP1, DP2, and DC;
each corporation has a single class of
stock outstanding; each share of stock
of DC owned by a shareholder of DC has
an identical stock basis; Business A
consists solely of section 367(a) prop-
erty whose fair market value exceeds
its basis and that, but for the applica-
tion of this section, would qualify for
the active foreign trade or business ex-
ception under §1.367(a)-2T; the fair
market value of any FA stock received
in a reorganization is equal to the fair
market value of property exchanged
therefor; FA is not a surrogate foreign
corporation for purposes of section 7874
because one or more of the conditions
of section 7874(a)(2)(B) is not satisfied;
DC has no liabilities; DP1 and DP2 sat-
isfy the requirements of paragraph
(c)(b) of this section, and DC satisfies
the requirements of §1.6038B-1(c)(6)(ii).

Example 1. Tainted assets and mnon-control
group ownership. (i) Facts. DP1, DP2, and FP
own 50%, 30%, and 20%, respectively, of the
outstanding stock of DC. DP1 and DP2 are
members of the same affiliated group within
the meaning of section 1504. DP1’s DC stock
has a $120x basis and $100x fair market value.
DP2’s DC stock has a $50x basis and $60x fair
market value. DC owns inventory with a $40x
basis and a $100x fair market value. DC also
owns Business A (excluding the inventory)
with a $10x basis and $100x fair market value.
In a reorganization described in section
368(a)(1)(F'), DC transfers the inventory and
Business A to FA, a newly formed corpora-
tion, in exchange for all of the outstanding
stock of FA. DC’s transfer of the inventory
and Business A to FA qualifies as a section
361 exchange. DP1, DP2, and FP exchange the
DC stock for a proportionate amount of FA
stock pursuant to section 354.

(ii) Result. (A) Under section 367(a)(3)(B)(i),
DC must recognize $60x gain ($100x fair mar-
ket value less $40x basis) on the transfer of
the inventory to FA. The basis of the inven-
tory in the hands of FA is increased by the
gain recognized of $60x (that is, increased
from $40x to $100x). See §1.367(a)-1(b)(4)(1)(B).
Under section 367(a)(b) and paragraph (b) of
this section, DC’s transfer of Business A to
FA is subject to the general rule of section
367(a)(1). As a result, DC must also generally
recognize $90x gain ($100x fair market value
less $10x basis) on the transfer of Business A
to FA notwithstanding the application of
section 361 (or any other nonrecognition pro-
vision enumerated in section 367(a)(1)). How-
ever, if the conditions and requirements of
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paragraph (c) of this section are met, DC’s
transfer of Business A to FA would qualify
for the active foreign trade or business ex-
ception provided by section 367(a)(3) and
§1.367(a)-2T.

(B) The requirement of paragraph (c)(1) of
this section is satisfied because DC is con-
trolled (within the meaning of section 368(c))
by five or fewer domestic corporations im-
mediately before the reorganization (in this
case, by a single domestic corporation be-
cause DP1 and DP2 together own 80% of the
stock of DC). DP1 and DP2 are treated as a
single domestic corporation for this purpose
under paragraph (f)(1)(i) of this section be-
cause DP1 and DP2 are members of the same
affiliated group.

(C) Paragraph (¢)(2)(1) of this section would
be satisfied only if DC recognizes $18x gain
on the transfer of Business A, which is the
amount of inside gain attributable to FP, a
non-control group member. The $18x gain
equals the product of the inside gain ($90x)
multiplied by FP’s ownership interest per-
centage (20%) in DC, reduced by $0x (the sum
of the amounts described in paragraphs
(©)(2)A)(A) through (c)(2)(I)(C) of this sec-
tion). Under paragraph (f)(5) of this section,
the $90x inside gain is the amount by which
the aggregate fair market value ($200x) of
the section 367(a) property (inventory and
Business A) exceeds $110x, the sum of the in-
side basis of $110x and the product of the sec-
tion 367(a) percentage (100%) multiplied by
the deductible liabilities of DC ($0x). Under
paragraph (f)(4) of this section, the inside
basis equals the $50x aggregate basis of the
section 367(a) property transferred in the sec-
tion 361 exchange, increased by the $60x gain
recognized by DC on the transfer of the in-
ventory to FA, but not by the $18x gain rec-
ognized by DC under paragraph (c)(2)(i) of
this section attributable to FP. The section
367(a) percentage is 100% because the only
assets transferred are the inventory and
Business A, which are section 367(a) prop-
erty. Under paragraph (e)(1) of this section,
the $18x gain recognized under paragraph
(c)(2)(i) of this section is treated as recog-
nized with respect to Business A. FA’s basis
in Business A as determined under section
362 is increased for the $18x gain recognized.
See §1.367(a)-1(b)(D(1)(B).

(D) Paragraph (c)(2)(ii) of this section is
not applicable with respect to either DP1 or
DP2 because the attributable inside gain
with respect to each such shareholder can be
preserved in the FA stock received. As stated
in paragraph (ii)(C) of this Example 1, the
amount of the inside gain is $90x. The attrib-
utable inside gain with respect to DP1 of $45x
(equal to the product of $90x inside gain mul-
tiplied by DP1’s 50% ownership interest per-
centage, reduced by $0x (the sum of the
amounts described in paragraphs
(€)(2)(i1)(A)(I) through (c)(2)(ii)(A)(3) of this
section)) does not exceed $100x (equal to the
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product of the section 367(a) percentage of
100% multiplied by $100x fair market value of
FA stock received by DP1). Similarly, the at-
tributable inside gain with respect to DP2 of
$27x (equal to the product of $90x inside gain
multiplied by DP2’s 30% ownership interest
percentage, reduced by $0x (the sum of the
amounts described in paragraphs
(©)(2)(1)(A)(I) through (c)(2)(i1)(A)(3) of this
section)) does not exceed $60x (equal to the
product of the section 367(a) percentage of
100% multiplied by $60x fair market value of
FA stock received by DP2).

(E) Each control group member (DP1 and
DP2) separately computes any required ad-
justment to stock basis under paragraph
(c)(3) of this section. DP1’s section 358 basis
in the FA stock received of $120x (the
amount of DP1’s basis in the DC stock ex-
changed) is reduced to preserve the attrib-
utable inside gain with respect to DP1, less
any gain recognized with respect to DP1
under paragraph (c)(2)(ii) of this section. Be-
cause DC does not recognize gain on the sec-
tion 361 exchange with respect to DP1 under
paragraph (c)(2)(ii) of this section (as deter-
mined in paragraph (ii)(D) of this Example 1),
the attributable inside gain of $45x with re-
spect to DP1 is not reduced under paragraph
(¢)(3)(1)(B) of this section. DP1’s outside loss
in the FA stock is $20x, the product of the
section 367(a) percentage of 100% multiplied
by $20x loss (equal to the difference between
$100x fair market value and $120x section 358
basis in FA stock). Thus, DP1’s $120x section
358 basis in the FA stock must be reduced by
$66x (excess of $46x, reduced by $0x, over $20x
outside loss) to $55x.

(F) DP2’s aggregate section 358 basis in the
FA stock received of $50x (the amount of
DP2’s basis in the DC stock exchanged) is re-
duced to preserve the attributable inside
gain with respect to DP2, less any gain rec-
ognized with respect to DP2 under paragraph
(c)(2)(ii) of this section. Because DC does not
recognize gain on the section 361 exchange
with respect to DP2 (as determined in para-
graph (ii)(D) of this Erample 1), the attrib-
utable inside gain of $27x with respect to DP2
is not reduced under paragraph (c)(3)(i)(A) of
this section. DP2’s outside gain in the FA
stock is $10x, the product of the section
367(a) percentage of 100% multiplied by $10x
gain (equal to the difference between $60x
fair market value and $50x section 358 basis
in FA stock). Thus, DP2’s $50x section 358
basis in the FA stock must be reduced by
$17x (excess of $27x, reduced by $0x, over the
$10x outside gain) to $33x.

(G) Paragraph (c)(4) of this section would
be satisfied only if DC complies with the re-
quirements of §1.6038B-1(c)(6)(iii), including
filing with its timely filed return for the
year of the reorganization a statement
agreeing to file an amended return reporting
the gain realized but not recognized on the
section 361 exchange in certain cases if a sig-
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nificant amount of the section 367(a) prop-
erty received in the section 361 exchange is
disposed of, directly or indirectly, in one or
more related transactions within the pre-
scribed 60-month period.

Example 2. Triangular reorganization involv-
ing an exchange of section 367(a) property for
foreign stock and cash. (i) Facts. (A) DP1 whol-
ly owns DC. DP1 and DC file a consolidated
return. DP1’s DC stock has a $170x basis and
$200x fair market value. DC owns Business A,
which has a $10x basis and $200x fair market
value. FP wholly owns FA.

(B) In a triangular reorganization de-
scribed in section 368(a)(1)(A) by reason of
section 368(a)(2)(D), DC transfers Business A
to FA in exchange for $180x of FP stock and
$20x cash. DC’s transfer of Business A to FA
qualifies as a section 361 exchange. DP1 ex-
changes its DC stock for $180x of FP stock
and $20x cash pursuant to section 356. The
triangular reorganization constitutes an in-
direct stock transfer under §1.367(a)-
3(d)(1)(d), and DP1 properly files a gain rec-
ognition agreement under §1.367(a)-8 with re-
spect to the transfer. See also §1.367(a)-
3(d)(2)(vii).

(ii) Result. (A) Under section 367(a)(5) and
paragraph (b) of this section, DC’s transfer of
Business A to FA is subject to the general
rule of section 367(a)(1). As a result, DC must
generally recognize $190x gain ($200x fair
market value less $10x basis) on the transfer
of Business A to FA notwithstanding the ap-
plication of section 361 (or any other non-
recognition exchange enumerated in section
367(a)(1)). However, if the requirements of
paragraph (c) of this section are satisfied,
DC’s transfer of Business A to FA would
qualify for the active foreign trade or busi-
ness exception provided in section 367(a)(3)
and §1.367(a)-2T.

(B) The requirement of paragraph (c)(1) of
this section is satisfied because DC is con-
trolled (within the meaning of section 368(c))
by five or fewer domestic corporations im-
mediately before the reorganization (in this
case, by a single domestic corporation, DP1).

(C) DC is not required to recognize gain
under paragraph (c)(2)(i) of this section be-
cause, immediately before the reorganiza-
tion, DC is wholly owned by DPI1, a control
group member. In addition, DP1’s ownership
interest percentage is 100%. Paragraph
(c)(2)(ii) of this section would be satisfied
only if DC recognizes $10x gain, computed as
the amount by which the attributable inside
gain with respect to DP1 of $190x (the prod-
uct of $190x inside gain multiplied by DP1’s
ownership interest percentage of 100%, re-
duced by $0x (the sum of the amounts in
paragraphs (©)(2)i)(AXD) through
(c)(2)(i1)(A)(3) of this section)) exceeds $180x
(the product of the section 367(a) percentage
of 100% multiplied by $180x fair market value
of FP stock received by DP1). Under para-
graph (f)(5) of this section, the $190x inside
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gain is the amount by which the $200x aggre-
gate fair market value of Business A exceeds
$10x (the sum of the inside basis of $10x and
the product of the section 367(a) percentage
(100%) multiplied by the deductible liabil-
ities of DC ($0x)). Under paragraph (f)(4) of
this section, the inside basis equals the $10x
aggregate basis of the section 367(a) property
transferred in the section 361 exchange (not
increased by the $10x gain recognized by DC
under paragraph (c)(2)(ii) of this section).
The section 367(a) percentage is 100% because
the only asset transferred is Business A,
which is section 367(a) property. Under
§1.1502-32(b)(2), DP1 increases the basis of its
DC stock by the $10x gain recognized, that is,
from $170x to $180x. Under paragraph (e)(1) of
this section, the $10x gain recognized under
paragraph (c)(2)(ii) of this section is treated
as recognized with respect to Business A.
FA’s basis in Business A as determined under
section 362 is increased for the $10x gain rec-
ognized. See §1.367(a)-1(b)(4)(1)(B).

(D) Paragraph (c)(3) of this section would
be satisfied only if DP1’s section 358 basis in
the FP stock is reduced by the amount by
which the attributable inside gain with re-
spect to DP1, reduced by any gain recognized
by DC with respect to DP1 under paragraph
(c)(2)(ii) of this section, exceeds DP1’s out-
side gain in the FP stock. DP1’s section 358
basis in the FP stock is $180x, computed as
$180x basis in DC stock, as determined in
paragraph (ii)(C) of this Example 2, decreased
by $20x cash received and increased by $20x
gain recognized under section 356 (such
amount equal to the lesser of the $20x cash
received and the $20x gain in the DC stock,
computed as $200x fair market value less
$180x basis). Because DC recognizes $10x gain
on the section 361 exchange with respect to
DP1 under paragraph (c)(2)(ii) of this section
as determined in paragraph (ii)(C) of this Ex-
ample 2, the $190x attributable inside gain
with respect to DP1 is reduced by $10x to
$180x under paragraph (¢)(3)(i)(C) of this sec-
tion. DP1’s outside gain in the FP stock is
$0x, the product of the section 367(a) percent-
age of 100% multiplied by $0x gain (the dif-
ference between $180x fair market value and
$180x section 358 basis in FP stock). Thus,
DP1’s section 358 basis in the FP stock
($180x) must be reduced by $180x ($190x at-
tributable inside gain reduced by $10x) to
$0x.

(E) Paragraph (c)(4)(i) of this section would
be satisfied only if DC complies with the re-
quirements of §1.6038B-1(c)(6)(iii), including
filing with its tax return for the year of the
reorganization a statement agreeing to file
an amended return reporting the gain on the
section 361 exchange in certain cases if a sig-
nificant amount of the section 367(a) prop-
erty received in the section 361 exchange is
disposed of, directly or indirectly, in one or
more related transactions within the pre-
scribed 60-month period.
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Example 3. Adjustment to basis of multiple
blocks of stock; transfer of section 367(d) prop-
erty. (i) Facts. (A) DP1 wholly owns DC. One
half of DP1’s shares of stock in DC, each with
an identical basis, has an aggregate basis of
$60x and fair market value of $100x (Block 1).
The other one half of DP’s shares of stock in
DC, each with an identical basis, has an ag-
gregate basis of $120x and fair market value
of $100x (Block 2). DC owns Business A ($156x
basis and $150x fair market value) (excluding
the patent) and a patent ($0x basis and $50x
fair market value). The patent is section
367(d) property.

(B) In a reorganization described in section
368(a)(1)(F'), DC transfers Business A and the
patent to FA, a newly formed corporation, in
exchange for 2 shares of FA stock. DC’s
transfer of Business A and the patent to FA
qualifies as a section 361 exchange. DP1 ex-
changes Block 1 and Block 2 for the two
shares of FA stock pursuant to section 354.
Pursuant to §1.358-2(a)(2)(i), one share of the
FA stock corresponds to Block 1 (Share 1)
and the other share of FA stock corresponds
to Block 2 (Share 2). The basis of Share 1 and
Share 2 correspond to the basis of Block 1
and Block 2, respectively.

(ii) Result. (A) Under section 367(a)(5) and
paragraph (b) of this section, DC’s transfer of
Business A to FA is subject to the general
rule of section 367(a)(1). As a result, DC must
generally recognize $135x of gain on the
transfer of Business A to FA notwith-
standing the application of section 361 (or
any other nonrecognition exchange described
in section 367(a)(1)). However, if the require-
ments of paragraph (c) of this section are
met, DC’s transfer of Business A to FA would
qualify for the active foreign trade or busi-
ness exception provided in section 367(a)(3).
For rules applicable to DC’s transfer of the
patent to FA, see section 367(d).

(B) The requirement of paragraph (c)(1) of
this section is satisfied because DC is con-
trolled (within the meaning of section 368(c))
by five or fewer domestic corporations im-
mediately before the reorganization (in this
case, by a single domestic corporation, DP1).

(C) Paragraph (c)(2)(i) of this section is not
applicable because, immediately before the
reorganization, DC is wholly owned by DP1,
a control group member. In addition, DP1’s
ownership interest percentage is 100%. Para-
graph (c¢)(2)(ii) of this section is not applica-
ble because the attributable inside gain with
respect to DP1 can be preserved in the FA
stock received. The attributable inside gain
with respect to DP1 of $135x (equal to the
product of $1356x inside gain multiplied by
DP1’s 100% ownership interest percentage,
reduced by $0x (the sum of the amounts in
paragraphs (C)(2)([i)(A)T) through
(¢)(2)(i1)(A)(3) of this section)) does not ex-
ceed $150x (equal to the product of the sec-
tion 367(a) percentage of 75% multiplied by
$200x fair market value of FA stock received
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by DP1). Under paragraph (f)(5) of this sec-
tion, the $135x inside gain is the amount by
which the aggregate fair market value of
Business A ($150x) exceeds $15x, the sum of
the inside basis of Business A ($156x) and the
product of the section 367(a) percentage
(75%) multiplied by the deductible liabilities
of DC ($0x). Under paragraph (f)(4) of this
section, the inside basis equals the $156x ag-
gregate basis of the section 367(a) property
transferred in the exchange. The section
367(a) percentage of 75% is equal to the ratio
of the fair market value of the section 367(a)
property ($150x for Business A) to the fair
market value of all the property transferred
($200x, the sum of $150x for Business A and
$50x for the patent).

(D) Under paragraph (c)(3) of this section,
DP1’s aggregate section 358 basis of $180x in
the stock of FA (computed as the sum of $60x
basis in Share 1 and $120x basis in Share 2) is
reduced by the amount by which the attrib-
utable inside gain with respect to DPI1, re-
duced by any gain recognized by DC with re-
spect to DP1 under paragraph (c)(2)(ii) of this
section, exceeds DP1’s outside gain in the FP
stock received. Because DC recognizes no
gain on the section 361 exchange with respect
to DP1 under paragraph (c)(2)(ii) of this sec-
tion as determined in paragraph (ii)(C) of
this Example 3, the $1356x attributable inside
gain with respect to DP1 is not reduced
under paragraph (c)(3)(i)(A) of this section.
DP1’s outside gain in Share 1 and Share 2 in
the aggregate is $156x, the product of the sec-
tion 367(a) percentage of 75% multiplied by
$20x (the difference between $200x aggregate
fair market value and $180x aggregate sec-
tion 358 basis in the FA stock received by
DP1). Thus, DP1’s section 358 basis in the FA
stock ($180x) must be reduced by $120x (the
excess of $135x attributable inside gain, re-
duced by $0x, over $15x outside gain) to $60x.

(E) Under paragraph (c)(3)(iii) of this sec-
tion, the $120x reduction to basis is allocated
between Share 1 and Share 2 based on the
relative section 358 basis of each share.
Therefore, the basis in Share 1 is reduced by
$40x ($120x multiplied by $60x/$180x). As ad-
justed, DP1’s basis in Share 1 is $20x ($60x
less $40x). The basis in Share 2 is reduced by
$80x ($120x multiplied by $120x/$180x). As ad-
justed, DP1’s basis in Share 2 is $40x ($120x
less $80x).

(F) Paragraph (c)(4)(i) of this section would
be satisfied only if DC complies with the re-
quirements of §1.6038B-1(c)(6)(iii), including
filing with its tax return for the year of the
reorganization, a statement agreeing to file
an amended return reporting the gain real-
ized but not recognized on the section 361 ex-
change in certain cases if a significant
amount of the section 367(a) property re-
ceived in the section 361 exchange is disposed
of, directly or indirectly, in one or more re-
lated transactions within the prescribed 60-
month period.
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Example 4. Control requirement and owner-
ship interest percentage; non-qualified property
provided by foreign acquiring corporation. (i)
Facts. DP1 and FP own 80% and 20%, respec-
tively, of the outstanding stock of DC. DC
owns Business A with a basis of $0x and $100x
fair market value. DP1’s DC stock has a fair
market value of $80x, and FP’s DC stock has
a fair market value of $20x. In a reorganiza-
tion described in section 368(a)(1)(D), DC
transfers Business A to FA in exchange for
$80x of FA stock and $20x cash. DC’s transfer
of Business A to FA qualifies as a section 361
exchange. DP1 exchanges its $80x of DC stock
for $60x of FA stock and $20x cash, and FP
exchanges its $20x of DC stock for $20x of FA
stock.

(ii) Result. (A) The requirement of para-
graph (c)(1) of this section is satisfied be-
cause DC is controlled (within the meaning
of section 368(c)) by five or fewer domestic
corporations immediately before the reorga-
nization (in this case, by a single domestic
corporation, DP1). The fact that the $20x
cash is distributed solely to DP1 does not
change the analysis of the control require-
ment. The control requirement is deter-
mined immediately before the reorganiza-
tion and is not affected by distributions of
property.

(B) Pursuant to paragraph (f)(7) of this sec-
tion, the ownership interest percentages of
DP1 and FP immediately before the reorga-
nization are 80% ($80x/($80x + $20x)) and 20%
($20x/($80x + $20x)), respectively. The fact
that the $20x of cash is distributed solely to
DP1 does not change this result. The dis-
tribution of the $20x of cash is not taken into
account for purposes of the ownership inter-
est percentage computation because the $20x
of cash distributed by DC is provided by FA
to DC in the section 361 exchange.

Example 5. Control requirement and owner-
ship interest percentage; non-qualified property
provided by U.S. transferor. (i) Facts. The facts
are the same as in Example 4, except as fol-
lows. Business A has a fair market value of
$80x (and not $100x) and DC also owns inven-
tory with a basis of $0x and fair market
value of $20x. DC transfers Business A, but
not the inventory, to FA in exchange for $80x
of FA stock. DP1 exchanges its $80x of DC
stock for $60x of FA stock and the $20x of in-
ventory, and FP exchanges its $20x of DC
stock for $20x of FA stock.

(ii) Result. (A) The requirement of para-
graph (c)(1) of this section is satisfied be-
cause DC is controlled (within the meaning
of section 368(c)) by five or fewer domestic
corporations immediately before the reorga-
nization (in this case, by a single domestic
corporation, DP1). The fact that the $20x of
inventory is not transferred to FA, but is in-
stead distributed solely to DP1, does not
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change the analysis of the control require-
ment. The control requirement is deter-
mined immediately before the reorganiza-
tion, and is not affected by distributions of
property.

(B) Pursuant to the general rule of para-
graph (f)(7) of this section, the ownership in-
terest percentages of DP1 and FP imme-
diately before the reorganization would be
80% ($80x/($80x + $20x)) and 20% ($20x/($80x +
$20x)), respectively. In this case, however,
the distribution of the $20x inventory to DP1
is taken into account for purposes of com-
puting the ownership interest percentage of
DP1 and FP because the inventory is not pro-
vided by FA to DC in the section 361 ex-
change. With respect to DP1, the numerator
of the ownership interest percentage com-
putation is $60x, computed as the fair mar-
ket value of DC stock owned by DP1 imme-
diately before the reorganization but re-
duced by the fair market value of the inven-
tory distributed to DP1 ($80x less $20x). With
respect to FP, the numerator of the owner-
ship interest percentage computation is $20x,
the fair market value of the DC stock owned
by FP immediately before the reorganiza-
tion. With respect to both DP1 and FP, the
denominator of the ownership interest per-
centage computation is $80x, computed as
the fair market value of all DC stock imme-
diately before the reorganization, but re-
duced by the fair market value of the inven-
tory distributed to DP1 ($100x, less $20x). Ac-
cordingly, the ownership interest percentage
of DP1 is 75% ($60x/$80x), and the ownership
interest percentage of FP is 25% ($20x/$80x).

(h) Applicable cross-references. For
rules relating to the character, source,
and adjustments resulting from gain
recognized by a U.S. transferor under
section 367(a), see §1.367(a)-1(b)(4)(1)(B)
and §1.367(a)-1T(b)(4). For rules relat-
ing to transfers of stock or securities
in a section 361 exchange, see §1.367(a)-
3(e). For rules relating to the acquisi-
tion of the stock or assets of a foreign
corporation by another foreign cor-
poration, see §1.367(b)-4. For rules re-
lating to transfers of section 367(d)
property by a U.S. transferor to a for-
eign corporation, see section 367(d). For
rules relating to distributions of stock
of a foreign corporation by a domestic
corporation under section 355 or 361,
see §§1.367(b)-b, 1.367(e)-1, and 1.1248(f)—
1 through 1.1248(f)-3. For additional
rules relating to certain reporting re-
quirements of a U.S. transferor, see
§1.6038B-1. For rules regarding expatri-
ated entities, see section 7874 and the
regulations under that section.

(i) [Reserved]
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(j) Effective/applicability dates. Except
for paragraph (e)(2) of this section, this
section applies to transfers occurring
on or after April 18, 2013. Paragraph
(e)(2) applies to requests for relief sub-
mitted on or after November 19, 2014.
Paragraph (e)(2) of this section also ap-
plies to requests for relief submitted
before November 19, 2014 if the statute
of limitations on the assessment of tax
has not expired for any year to which
the request relates and the control
group member or U.S. transferor, as
applicable, resubmits the request under
paragraph (e)(2) of this section and
notes, on the request, that the request
is being submitted pursuant to the
third sentence of this paragraph (j).
See paragraph (e)(2) of this section, as
contained in 26 CFR part 1 revised as of
April 1, 2014, for requests for relief sub-
mitted after April 17, 2013, and before
November 19, 2014, that are not resub-
mitted under paragraph (e)(2) of this
section.

[T.D. 9614, 78 FR 17032, Mar. 19, 2013, as
amended by T.D. 9704, 79 FR 68767, Nov. 19,
2014; T.D. 9760, 81 FR 15169, Mar. 22, 2016]

§1.367(a)-8 Gain recognition agree-
ment requirements.

(a) Scope. This section provides the
terms and conditions for a gain rec-
ognition agreement entered into by a
United States person pursuant to
§1.367(a)-3(b) through (e) in connection
with a transfer of stock or securities to
a foreign corporation pursuant to an
exchange that would otherwise be sub-
ject to section 367(a)(1). Paragraph (b)
of this section provides definitions and
special rules. Paragraphs (c) through
(h) of this section identify the form,
content, and other conditions of a gain
recognition agreement. Paragraph (i)
of this section is reserved. Paragraph
(j) of this section identifies certain
events that may require gain to be rec-
ognized under a gain recognition agree-
ment. Paragraph (k) of this section
provides exceptions for certain events
that would otherwise require gain to be
recognized under a gain recognition
agreement. Paragraph (1) of this sec-
tion is reserved. Paragraph (m) of this
section provides rules that require gain
to be recognized under a gain recogni-
tion agreement in connection with cer-
tain events to which an exception
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under paragraph (k) of this section oth-
erwise applies. Paragraph (n) of this
section provides special rules in the
case of a distribution of property with
respect to stock to which section 301
applies. Paragraph (o) of this section
provides rules for certain transactions
that terminate or reduce the amount of
gain subject to a gain recognition
agreement. Paragraph (p) of this sec-
tion provides relief for certain failures
to file an initial gain recognition
agreement (as defined in paragraph
(b)(1)(vi) of this section) or to comply
with the requirements of this section
with respect to a gain recognition
agreement (as described in paragraph
(c) of this section). Paragraph (q) of
this section provides examples that il-
lustrate the rules of the section. Para-
graph (r) of this section provides effec-
tive dates for the provisions of this sec-
tion.

(b) Definitions and special rules. The
following definitions and special rules
apply for purposes of this section.

(1) Definitions—(i) Asset reorganiza-
tion—(A) General rule. Except as pro-
vided in paragraph (b)(1)(i)(B) of this
section, an asset reorganization is a re-
organization described in section
368(a)(1) that involves an exchange of
property described in section 361(a) or
(b) (a section 361 exchange).

(B) Exceptions. An asset reorganiza-
tion does not include the following:

(I) A reorganization described in sec-
tion 368(a)(1)(D) or (G) if the require-
ments of section 354(b)(1)(A) and (B) are
not met.

(2) For purposes of paragraphs
GH@ADHB), (k)(6)(ii), and (k)(6)(iii) of
this section, a triangular asset reorga-
nization. For rules applicable to a tri-
angular asset reorganization, see para-
graph (k)(7) of this section.

(ii) A consolidated group has the
meaning set forth in §1.1502-1(h).

(iii) Disposition. Except as provided in
this paragraph (b)(1)(iii), a disposition
includes any transfer that would con-
stitute a disposition for any purpose of
the Internal Revenue Code. A disposi-
tion includes an indirect disposition of
the stock of the transferred corpora-
tion as described in §1.367(a)-3(d). Ex-
cept as provided in paragraph (n)(1) of
this section, a disposition does not in-
clude the receipt of a distribution of
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property with respect to stock to
which section 301 applies (including by
reason of section 302(d)). See para-
graphs (n)(2) and (0)(3) of this section
for rules that apply if gain is recog-
nized under section 301(c)(3). A com-
plete or partial disposition by install-
ment sale (under section 453) shall be
treated as a disposition in the year of
the installment sale.

(iv) A gain recognition agreement docu-
ment means any agreement, statement,
schedule, or form required to be filed
under this section, including an initial
gain recognition agreement (as defined
in paragraph (b)(1)(vi) of this section),
a new gain recognition agreement de-
scribed in paragraph (c)(5) of this sec-
tion, a Form 8838 extending the period
of limitations on assessment of tax de-
scribed in paragraph (f) of this section,
and an annual certification described
in paragraph (g) of this section.

(V) A gain recognition event is an event
described in paragraphs (j) through (o)
of this section that requires gain to be
recognized under a gain recognition
agreement.

(vi) An initial gain recognition agree-
ment means the gain recognition agree-
ment entered into under paragraph (c)
of this section with respect to the ini-
tial transfer.

(vil) The initial transfer means a
transfer of stock or securities (trans-
ferred stock or securities) to a foreign
corporation pursuant to an exchange
that would otherwise be subject to sec-
tion 367(a)(1) but with respect to which
a gain recognition agreement is en-
tered into by a United States person
pursuant to §1.367(a)-3(b) through (e).

(viii) An intercompany item has the
meaning set forth in §1.1502-13(b)(2).

(ix) An intercompany transaction has
the meaning set forth in §1.1502—
13(b)(1).

(x) A monrecognition transaction has
the meaning set forth in section
7701(a)(45). In addition, a nonrecogni-
tion transaction includes an exchange
described in section 351(b) or 356 even if
all gain realized in the exchange is rec-
ognized.

(xi) The terms P, S, and T have the
meanings set forth in §1.358-6(b)(1)(i),
(ii), and (iii), respectively.

(xii) The determination of whether
substantially all of the assets of the
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transferred corporation have been dis-
posed of is based on all the facts and
circumstances.

(xiii) A timely filed return means a
Federal income tax return filed on or
before the last date prescribed for fil-
ing (taking into account any exten-
sions of time therefor) such return.

(xiv) Transferee foreign corporation.
Except as provided in this paragraph
(b)Q)(xiv), the transferee foreign cor-
poration is the foreign corporation to
which the transferred stock or securi-
ties are transferred in an initial trans-
fer. In the case of an indirect stock
transfer, the transferee foreign cor-
poration has the meaning set forth in
§1.367(a)-3(d)(2)(i). The transferee for-
eign corporation also includes a cor-
poration designated as the transferee
foreign corporation in the case of a new
gain recognition agreement entered
into under this section.

(xv) Transferred corporation. Except as
provided in this paragraph (b)(1)(xv),
the transferred corporation is the cor-
poration the stock or securities of
which are transferred in the initial
transfer. In the case of an indirect
stock transfer, the transferred corpora-
tion has the meaning set forth in
§1.367(a)-3(d)(2)(ii). The transferred cor-
poration also includes a corporation
designated as the transferred corpora-
tion in the case of a new gain recogni-
tion agreement entered into under this
section.

(xvi) A triangular asset reorganization
is a reorganization described in §1.358—
6(b)(2)(1), (ii), (iii), or (v).

(xvii) The U.S. transferor 1is the
United States person (as defined in
§1.367(a)-1T(d)(1)) that transfers the
transferred stock or securities to the
transferee foreign corporation in the
initial transfer. For purposes of deter-
mining the U.S. transferor in the case
of a transfer by a partnership, see
§1.367(a)-1T(c)(3)(i). The U.S. transferor
also includes the United States person
designated as the U.S. transferor in the
case of a new gain recognition agree-
ment entered into under this section
including, for example, under para-
graph (k)(14) of this section.

(2) Special rules—({) Stock deemed re-
ceived or transferred. References to
stock received include stock deemed
received (for example, pursuant to sec-
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tion 367(c)(2)). References to a transfer
of stock or securities include a deemed
transfer of stock or securities.

(i1) Stock of the transferee foreign cor-
poration. References to stock of the
transferee foreign corporation include
any stock of the transferee foreign cor-
poration the basis of which is deter-
mined, in whole or in part, by reference
to the basis of the stock of the trans-
feree foreign corporation received by
the U.S. transferor in the initial trans-
fer.

(iii) Transferred stock or securities.
References to transferred stock or se-
curities include any stock or securities
of the transferred corporation the basis
of which is determined, in whole or in
part, by reference to the basis of the
stock or securities transferred in the
initial transfer.

(c) Gain recognition agreement—(1)
Terms of agreement—(i) General rule. Ex-
cept as provided in this paragraph
(¢)(1)(i), if a gain recognition event oc-
curs during the period beginning on the
date of the initial transfer and ending
as of the close of the fifth full taxable
year (not less than 60 months) fol-
lowing the close of the taxable year in
which the initial transfer occurs (GRA
term), the U.S. transferor must include
in income the gain realized but not rec-
ognized on the initial transfer by rea-
son of entering into the gain recogni-
tion agreement. In the case of a gain
recognition event that occurs as a re-
sult of a partial disposition of stock,
securities, or a partnership interest, as
applicable, the U.S. transferor is re-
quired to recognize a proportionate
amount of the gain subject to the gain
recognition agreement, determined
based on the fair market value of the
stock, securities, or partnership inter-
est, as applicable, disposed of (meas-
ured at the time of the partial disposi-
tion) as compared to the fair market
value of all the stock, securities, or
partnership interest, as applicable
(measured at the time of the partial
disposition). If the TU.S. transferor
must recognize gain under this para-
graph as a result of an event described
in paragraph (m) or (n) of this section,
see those paragraphs to determine the
amount of the gain that must be recog-
nized. The amount of gain subject to
the gain recognition agreement shall
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be reduced by the amount of gain rec-
ognized under this paragraph. If the
amount of gain subject to the gain rec-
ognition agreement is reduced to zero,
the gain recognition agreement shall
terminate without further effect.

(ii) Ordering rule for gain recognized
under multiple gain recognition agree-
ments. If a gain recognition event oc-
curs that requires gain to be recognized
under multiple gain recognition agree-
ments, gain shall first be recognized
under the gain recognition agreement
that relates to the earliest initial
transfer, then under the gain recogni-
tion agreement that relates to the im-
mediately following initial transfer
and so forth until the appropriate
amount of gain has been recognized
under each gain recognition agree-
ment. The amount of gain recognized
under a gain recognition agreement
shall be determined after taking into
account, as appropriate, any increase
to basis (including the basis of the
transferred stock or securities) under
paragraph (c)(4) of this section result-
ing from gain recognized under another
gain recognition agreement. For an il-
lustration of this ordering rule, see
paragraph (q)(2) of this section, Exam-
ple 6.

(iii) Taxable year in which gain is re-
ported—(A) Year of initial transfer. Ex-
cept as provided in paragraph
(c)(1)(ii)(B) of this section, the U.S.
transferor must report any gain recog-
nized under paragraph (c)(1)(i) of this
section on an amended Federal income
tax return for the taxable year of the
initial transfer. The amended return
must be filed on or before the 90th day
following the date on which the gain
recognition event occurs.

(B) Year of gain recognition event. If an
election under paragraph (c)(2)(vi) of
this section is made with the gain rec-
ognition agreement or if paragraph
(c)(5)(ii) of this section applies to the
gain recognition agreement, the U.S.
transferor must report any gain recog-
nized under paragraph (c)(1)(i) of this
section on its Federal income tax re-
turn for the taxable year during which
the gain recognition event occurs. If an
election under paragraph (c)(2)(vi) of
this section is made with the gain rec-
ognition agreement or if paragraph
(c)(5)(ii) of this section applies to the
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gain recognition agreement but the
U.S. transferor does not report the gain
recognized on its Federal income tax
return for the taxable year during
which the gain recognition event oc-
curs, the Commissioner may require
the U.S. transferor to report the gain
on an amended Federal income tax re-
turn for the taxable year during which
the initial transfer occurred.

(iv) Offsets. No special limitations
apply with respect to offsetting gain
recognized under paragraph (c)(1)(i) of
this section with net operating losses,
capital losses, credits against tax, or
similar items.

(v) Payment and reporting of interest.
Interest must be paid on any additional
tax due with respect to gain recognized
by the U.S. transferor under paragraph
(¢)(1)(i) of this section. Any interest
due shall be determined based on the
rates under section 6621 for the period
between the date that was prescribed
for filing the Federal income tax re-
turn of the U.S. transferor for the year
of the initial transfer and the date on
which the additional tax due is paid. If
paragraph (c)(1)(iii)(B) of this section
applies, any interest due must be in-
cluded with the payment of tax due
with the Federal income tax return of
the U.S. transferor for the taxable year
during which the gain recognition
event occurs (or should reduce the
amount of any refund due to the U.S.
transferor for such taxable year). A
schedule entitled ‘‘Calculation of Sec-
tion 367 Tax and Interest” that sepa-
rately identifies and calculates any ad-
ditional tax and interest due must be
included with the Federal income tax
return on which any interest due is re-
ported.

(2) Content of gain recognition agree-
ment. The gain recognition agreement
must be entitled ‘“‘GAIN RECOGNI-
TION AGREEMENT UNDER §1.367(a)-
87 and include the information de-
scribed in paragraphs (c)(2)(i) through
(viii) of this paragraph with the cor-
responding paragraph numbers. The in-
formation required under this para-
graph (¢)(2) and paragraph (c)(3) of this
section must be included in the gain
recognition agreement as filed.

(i) A statement that the document
constitutes an agreement by the U.S.
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transferor to recognize gain in accord-
ance with the requirements of this sec-
tion.

(ii) A description of the transferred
stock or securities and other informa-
tion as required in paragraph (c)(3) of
this section.

(iii) A statement that the U.S. trans-
feror agrees to comply with all the con-
ditions and requirements of this sec-
tion, including to recognize gain under
the gain recognition agreement in ac-
cordance with paragraph (c)(1)(i) of
this section, to extend the period of
limitations on assessment of tax as
provided in paragraph (f) of this sec-
tion, to file the certification described
in paragraph (g) of this section, and, as
provided in paragraph (j)(8) of this sec-
tion, to treat a failure to comply (as
described in paragraph (j)(8) of this sec-
tion) as extending the period of limita-
tions on assessment of tax for the tax-
able year in which gain is required to
be reported.

(iv) A statement that arrangements
have been made to ensure that the U.S.
transferor is informed of any events
that affect the gain recognition agree-
ment, including triggering events or
other gain recognition events.

(v) In the case of a new gain recogni-
tion agreement filed under this sec-
tion—

(A) A description of the event (such
as a triggering event) and the applica-
ble exception, if any, that gave rise to
the new gain recognition agreement
(such as a triggering event exception),
including the date of the event and the
name, address, and taxpayer identifica-
tion number (if any) of each person
that is a party to the event;

(B) As applicable, a description of the
class, amount, and characteristics of
the stock, securities or partnership in-
terest received in the transaction; and

(C) As applicable, a calculation of the
amount of gain that remains subject to
the new gain recognition agreement as
a result of the application of paragraph
(m), (n), or (o) of this section.

(vi) A statement whether the U.S.
transferor elects to include in income
any gain recognized under paragraph
(c)(1)(i) of this section in the taxable
year during which a gain recognition
event occurs. See paragraph (c)(5)(ii) of
this section for a rule that requires, in
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certain cases, for the gain recognized
pursuant to a new gain recognition
agreement to be included in income
during the taxable year in which the
gain recognition event occurs.

(vii) A statement whether a gain rec-
ognition event has occurred during the
taxable year of the initial transfer.

(viii) A statement describing any dis-
position of assets of the transferred
corporation during such taxable year
other than in the ordinary course of
business.

(3) Description of transferred stock or
securities and other information. The
gain recognition agreement shall in-
clude the following:

(i) A description of the transferred
stock or securities including—

(A) The type or class, amount, and
characteristics of the transferred stock
or securities;

(B) A calculation of the amount of
the built-in gain in the transferred
stock or securities that are subject to
the gain recognition agreement, re-
flecting the basis and fair market value
on the date of the initial transfer;

(C) The amount of any gain recog-
nized by the U.S. transferor on the ini-
tial transfer; and

(D) The percentage (by voting power
and value) that the transferred stock
(if any) represents of the total stock
outstanding of the transferred corpora-
tion on the date of the initial transfer.

(ii) The name, address, place of incor-
poration, and taxpayer identification
number (if any) of the transferred cor-
poration.

(iii) The date on which the U.S.
transferor acquired the transferred
stock or securities.

(iv) The name, address and place of
incorporation of the transferee foreign
corporation, and a description of the
stock or securities received by the U.S.
transferor in the initial transfer, in-
cluding the percentage of stock (by
vote and value) of the transferee for-
eign corporation received in such ex-
change.

(v) If the initial transfer is described
in §1.367(a)-3(e), a statement that the
conditions of section 367(a)(5) and any
regulations under that section have
been satisfied, and a description of any
adjustments to the basis of the stock

404



Internal Revenue Service, Treasury

received in the transaction or other ad-
justments made pursuant to section
367(a)(6) and any regulations under
that section.

(vi) If the transferred corporation is
domestic, a statement describing the
application of section 7874 to the trans-
action, and indicating that the require-
ments of §1.367(a)-3(c)(1) are satisfied.

(vii) If the transferred corporation is
foreign, a statement indicating wheth-
er the U.S. transferor was a section
1248 shareholder (as defined in
§1.367(b)-2(b)) of the transferred cor-
poration immediately before the initial
transfer, and whether the U.S. trans-
feror is a section 1248 shareholder with
respect to the transferee foreign cor-
poration immediately after the initial
transfer, and whether any reporting re-
quirements or other rules contained in
regulations under section 367(b) are ap-
plicable, and, if so, whether they have
been satisfied.

(viii) If the initial transfer involves a
transfer by a partnership (see §1.367(a)-
1T(c)(3)(1)) or a transfer of a partner-
ship interest (see section 367(a)(4) and
§1.367(a)-1T(c)(3)(ii)) a complete de-
scription of the transfer, including a
description of the partners in the part-
nership.

(ix) If the transaction involved the
transfer of property other than the
transferred stock or securities and the
transaction was subject to the indirect
stock transfer rules of §1.367(a)-3(d), a
statement indicating whether—

(A) The reporting requirements under
section 6038B have been satisfied with
respect to the transfer of such other
property;

(B) Whether gain was recognized
under section 367(a)(1);

(C) Whether section 367(d) applied to
the transfer of such property; and

(D) Whether the other property
transferred qualified for the active for-
eign trade or business exception under
section 367(a)(3).

(4) Basis adjustments for gain recog-
niced. The following basis adjustments
shall be made if gain is recognized
under paragraph (c)(1)(i) of this sec-
tion.

(1) Stock or securities of transferee for-
eign corporation. The basis of the stock
or securities, as applicable, of the
transferee foreign corporation received
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by the U.S. transferor in the initial
transfer shall be increased as of the
date of the initial transfer by the
amount of gain recognized.

(ii) Transferred stock or securities. The
basis of the transferred stock or securi-
ties shall be increased as of the date of
the initial transfer by the amount of
the gain recognized.

(iii) Other appropriate adjustments.
The basis of other stock, securities, or
a partnership interest shall be in-
creased, as appropriate, in accordance
with the principles of this paragraph
(c)(4). Under no circumstances shall the
basis of stock, securities, or of a part-
nership interest held by a U.S. person
that does not recognize gain under
paragraph (¢)(1)(i) of this section be in-
creased under this paragraph (c)(4). In
addition, under no circumstances shall
the basis of any property be increased
by the amount of any additional tax
due or interest paid with respect to
such tax, nor shall the basis of the as-
sets of the transferred corporation be
increased as a result of gain recognized
by the U.S. transferor under paragraph
(c)(1)(i) of this section.

(iv) Cross-reference. See paragraph
(a)(2) of this section, Examples 1, 2, 3,
and 5 for illustrations of the rules of
this paragraph (c)(4). See also §1.367(a)—
1T(b)(4) for rules that determine the in-
crease to basis of property resulting
from the application of section 367(a).

(5) Terms and conditions of a new gain
recognition agreement—(i) General rule.
A new gain recognition agreement en-
tered into pursuant to this section
shall replace the existing gain recogni-
tion agreement, which shall terminate
without further effect. The term of the
new gain recognition agreement shall
be the remaining term of the existing
gain recognition agreement. The
amount of gain subject to the new gain
recognition agreement shall equal the
amount of gain subject to the existing
gain recognition agreement, reduced by
any gain recognized under paragraph
(c)(1)(i) of this section with respect to
the existing gain recognition agree-
ment by reason of the gain recognition
event that gives rise to the new gain
recognition agreement. The new gain
recognition agreement shall, as appli-
cable, be subject to the conditions and
requirements of this section to the
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same extent as the existing gain rec-
ognition agreement. For example, a
triggering event with respect to the
new gain recognition agreement will
generally include a disposition of the
transferred stock or securities or of
substantially all the assets of the
transferred corporation. If, however,
the transferred stock is canceled or re-
deemed pursuant to the disposition or
other event that gives rise to the new
gain recognition agreement (for exam-
ple, pursuant to a liquidation where
the transferee foreign corporation is
the corporate distributee (within the
meaning of section 334(b)(2)), or an
asset reorganization where the trans-
feree foreign corporation is the acquir-
ing corporation) the transferred stock
is not subject to the new gain recogni-
tion agreement.

(ii) Special rule for inclusion of gain. If
the U.S. transferor with respect to the
new gain recognition agreement is not
the U.S. transferor with respect to the
existing gain recognition agreement, or
a member of the consolidated group of
which the U.S. transferor with respect
to the existing gain recognition agree-
ment was a member on the date of the
initial transfer, then any gain recog-
nized under paragraph (c)(1)(i) of this
section with respect to the new gain
recognition agreement must be in-
cluded in income in the taxable year
during which the gain recognition
event occurs.

(6) Cross-reference. For gain recogni-
tion agreements entered into pursuant
to certain outbound asset reorganiza-
tions, see §1.367(a)-3(e)(6).

(d) Filing requirements—(1) General
rule. An initial gain recognition agree-
ment must be timely filed in order for
the U.S. transferor to avoid recog-
nizing gain under section 367(a)(1) with
respect to the transferred stock or se-
curities by reason of the applicable ex-
ceptions provided under §1.367(a)-3. Ex-
cept as provided in paragraph (p) of
this section, an initial gain recognition
agreement is timely filed only if—

(i) The initial gain recognition agree-
ment and any other gain recognition
agreement document required to be
filed with the initial gain recognition
agreement are included with a timely
filed return of the U.S. transferor for
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the taxable year during which the ini-
tial transfer occurs; and

(ii) Each gain recognition agreement
document identified in paragraph
(d)(@)({@) of this section is completed in
all material respects.

(2) Special requirements—(i) New gain
recognition agreement. A new gain rec-
ognition agreement entered into under
this section must be included with the
timely-filed return of the U.S. trans-
feror (as identified in the new gain rec-
ognition agreement) for the taxable
year during which the disposition or
event that requires the new gain rec-
ognition agreement occurs. If the new
gain recognition agreement is entered
into by the U.S. transferor that entered
into the existing gain recognition
agreement, the new gain recognition
agreement is in lieu of the annual cer-
tification otherwise required for such
taxable year under paragraph (g) of
this section with respect to the exist-
ing gain recognition agreement.

(i1) Multiple events within a taxable
year. Except as otherwise provided in
this paragraph (d)(2)(ii), if the initial
transfer and one or more dispositions
or other events (even if a triggering
event exception applies) that affect the
gain recognition agreement entered
into by the U.S. transferor with respect
to the initial transfer occur within the
same taxable year of such U.S. trans-
feror, or if multiple dispositions or
other events occur in a taxable year of
the U.S. transferor that does not in-
clude the initial transfer, only one gain
recognition agreement is required to be
entered into and included with the
timely-filed return of the U.S. trans-
feror for such taxable year. The gain
recognition agreement must describe
the initial transfer and/or each disposi-
tion or other event that affects the
gain recognition agreement (even if a
triggering event exception applies).
This paragraph does not apply, how-
ever, if any such disposition or other
event requires a new gain recognition
agreement to be entered into by a
United States person other than the
U.S. transferor with respect to the ini-
tial transfer or that entered into the
existing gain recognition agreement, as
applicable.

(3) Common parent as agent for U.S.
transferor. If the U.S. transferor is a
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member but not the common parent of
a consolidated group, the common par-
ent of the consolidated group is the
agent for the U.S. transferor under
§1.1502-77(a)(1). Thus, the common par-
ent must file the gain recognition
agreement on behalf of the U.S. trans-
feror. References in this section to the
timely-filed return of the U.S. trans-
feror include the timely-filed return of
the consolidated group of which the
U.S. transferor is a member, as applica-
ble.

(e) Signatory—(1) General rule. The
gain recognition agreement must be
signed under penalties of perjury by an
agent of the U.S. transferor that is au-
thorized to sign under a general or spe-
cific power of attorney, or by the ap-
propriate party based on the category
of the U.S. transferor described in this
paragraph (e)(1).

(i) If the U.S. transferor is a corpora-
tion but not a member of a consoli-
dated group, a responsible officer of the
U.S. transferor. If the U.S. transferor is
a member of a consolidated group, a re-
sponsible officer of the common parent
of the consolidated group.

(ii) If the U.S. transferor is an indi-
vidual, the individual.

(iii) If the U.S. transferor is a trust
or estate, a trustee, executor, or equiv-
alent fiduciary of the U.S. transferor.

(iv) In a bankruptcy case under title
11, United States Code, a debtor in pos-
session or trustee.

(2) Signature requirement. The inclu-
sion of an unsigned copy of the gain
recognition agreement with the time-
ly-filed return of the U.S. transferor
shall satisfy the signature requirement
of paragraph (e)(1) of this section if the
U.S. transferor retains the original
signed gain recognition agreement in
the manner specified by §1.6001-1(e).

(f) Extension of period of limitations on
assessments of tarx—(1) General rule. In
connection with the filing of a gain
recognition agreement, the U.S. trans-
feror must extend the period of limita-
tions on assessments of tax with re-
spect to the gain realized but not rec-
ognized on the initial transfer through
the close of the eighth full taxable year
following the taxable year during
which the initial transfer occurs. The
U.S. transferor extends the period of
limitations by filing Form 8838 ‘‘Con-
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sent to Extend the Time to Assess Tax
Under Section 367—Gain Recognition
Agreement.”” The Form 8838 must be
signed by a person authorized to sign
the gain recognition agreement under
paragraph (e)(1) of this section.

(2) New gain recognition agreement. If a
new gain recognition agreement is en-
tered into under this section, the U.S.
transferor must extend the period of
limitations on assessments of tax on
the initial transfer through the close of
the eighth full taxable year following
the taxable year during which the ini-
tial transfer occurs, consistent with
paragraph (f)(1) of this section, unless
the U.S. transferor with respect to the
new gain recognition agreement is the
U.S. transferor with respect to the ex-
isting gain recognition agreement, or a
member of the consolidated group of
which the U.S. transferor with respect
to the existing gain recognition agree-
ment was a member on the date of the
initial transfer.

(g) Annual certification. Except as pro-
vided in paragraph (d)(2)(i) of this sec-
tion, the U.S. transferor must include
with its timely-filed return for each of
the five full taxable years following the
taxable year of the initial transfer a
certification (annual certification)
that includes the information described
in paragraphs (g)(1) through (3) of this
section, as appropriate. The annual
certification must be signed by a per-
son authorized under paragraph (e)(1)
of this section to sign the gain recogni-
tion agreement for the initial transfer.
The inclusion of an unsigned copy of
the annual certification with the rel-
evant timely-filed return of the U.S.
transferor shall satisfy the signature
requirement of paragraph (e)(1) of this
section provided the U.S. transferor re-
tains the original signed certification
in the manner specified by §1.6001-1(e).

(1) A statement of whether a gain
recognition event has or has not oc-
curred during such taxable year. If a
gain recognition event has occurred
during such taxable year, the annual
certification must state:

(i) The amount of gain subject to the
gain recognition agreement at the time
of the gain recognition event;

(ii) The amount of gain recognized
under the gain recognition agreement
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by reason of the gain recognition
event; and

(iii) A calculation of the reduction to
the amount of gain subject to the gain
recognition agreement by reason of the
gain recognition event (for example, in
the case of a gain recognition event de-
scribed in paragraph (n)(2) of this sec-
tion).

(2) A complete description of any
event occurring during such taxable
year that has terminated or reduced
the amount of gain subject to the gain
recognition agreement (for example, an
event described in paragraph (o) of this
section), including a calculation of any
reduction to the amount of gain sub-
ject to the gain recognition agreement.

(3) A statement describing any dis-
position of assets of the transferred
corporation during the taxable year
not in the ordinary course of business.

(h) Use of security. The U.S. trans-
feror may be required to furnish a bond
or other security that satisfies the re-
quirements of §301.7101-1 if the Area
Director, Field Examination, Small
Business/Self Employed or the Director
of Field Operations, Large and Mid-
Size Business (Director) determines
that such security is necessary to en-
sure the payment of any tax on the
gain realized, but not recognized, upon
the initial transfer. Such bond or secu-
rity generally will be required only if
the transferred stock or securities are
a principal asset of the U.S. transferor
and the Director has reason to believe
that a disposition of the stock or secu-
rities may be contemplated.

(i) [Reserved]

(j) Triggering events. Except as pro-
vided in this section, if an event de-
scribed in paragraphs (j)(1) through (10)
of this section (triggering event) occurs
during the GRA term, the U.S. trans-
feror must recognize gain under the
gain recognition agreement in accord-
ance with paragraph (c)(1)(i) of this
section. This paragraph (j) generally
requires the U.S. transferor to recog-
nize gain (and pay applicable interest
with respect to any additional tax due
as provided in paragraph (c)(1)(v) of
this section) under the gain recogni-
tion agreement to the extent the trans-
ferred stock or securities are disposed
of, directly or indirectly. This para-
graph (j) also requires the U.S. trans-
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feror to recognize gain under the gain
recognition agreement in certain cases
where it is not appropriate for the gain
recognition agreement to continue. See
paragraph (k) of this section for excep-
tions available for certain events that
would otherwise constitute triggering
events under this paragraph (j). See
paragraph (o) of this section for certain
events that terminate or reduce the
amount of gain subject to a gain rec-
ognition agreement.

(1) Disposition of transferred stock or
securities. A complete or partial disposi-
tion of the transferred stock or securi-
ties. See paragraph (q)(2) of this sec-
tion, Example 2 for an illustration of
the rule of this paragraph (j)(1).

(2) Disposition of substantially all of the
assets of the transferred corporation—(i)
General rule. Except as provided in
paragraph (j)(2)(ii) of this section, a
disposition in one or more related
transactions of substantially all of the
assets of the transferred corporation
(including stock or securities in a sub-
sidiary corporation or a partnership in-
terest). If the transferred corporation
is domestic, see paragraph (0)(4) of this
section.

(ii) Ezxceptions. For purposes of para-
graph (j)(2)(i) of this section, the fol-
lowing dispositions shall be dis-
regarded—

(A) Dispositions of property described
in section 1221(a)(1) occurring in the or-
dinary course of business;

(B) An exchange of stock or securi-
ties described in section 354 that is pur-
suant to an asset reorganization; and

(C) An exchange of stock by a cor-
porate distributee (as defined in sec-
tion 334(b)(2)) pursuant to a complete
liquidation to which section 332 ap-
plies.

(38) Disposition of certain partnership
interests. If the initial transfer occurs
by reason of the transfer of a partner-
ship interest, a complete or partial dis-
position of such partnership interest.
See section 367(a)(4) and §1.367(a)-
1T(c)(3)(ii).

(4) Disposition of stock of the transferee
foreign corporation. A complete or par-
tial disposition of the stock of the
transferee foreign corporation received
by the U.S. transferor in the initial
transfer. For purposes of this section,
an individual U.S. transferor that loses
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U.S. citizenship or ceases to be a lawful
permanent resident of the TUnited
States (within the meaning of section
7701(b)(6)) shall be treated as disposing
of all the stock of the transferee for-
eign corporation received in the initial
transfer as of the date before the loss
of such status.

(5) Deconsolidation. A U.S. transferor
that is a member of a consolidated
group ceases to be a member of the
consolidated group, other than by rea-
son of an acquisition of the assets of
the U.S. transferor in a transaction to
which section 381(a) applies, or by rea-
son of the U.S. transferor joining an-
other consolidated group as part of the
same transaction.

(6) Consolidation. A U.S. transferor
becomes a member of a consolidated
group, including a U.S. transferor that
is a member of a consolidated group
and that becomes a member of another
consolidated group.

(T) Death of an individual; trust or es-
tate ceases to exist. A U.S. transferor
that is an individual dies, or a U.S.
transferor that is a trust or estate
ceases to exist.

(8) Failure to comply. A U.S. trans-
feror fails to comply in any material
respect with any requirement of this
section, or the terms of the gain rec-
ognition agreement as described in
paragraph (c)(1) of this section. A fail-
ure to comply under this paragraph
(j)(8) will extend the period of limita-
tions on assessment of tax for the tax-
able year in which gain is required to
be reported until the close of the third
full taxable year ending after the date
on which the U.S. transferor furnishes
to the Director of Field Operations
International, Large Business & Inter-
national (or any successor to the roles
and responsibilities of such person) (Di-
rector) the information that should
have been provided under this section.
Except as provided in paragraph (p) of
this section, for purposes of this para-
graph (j)(8), a failure to comply in-
cludes—

(i) If there is a gain recognition event
in a taxable year, a failure to report
gain or pay any additional tax or inter-
est due under the terms of the gain rec-
ognition agreement; and

(ii) A failure to file a gain recogni-
tion agreement document, other than
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an initial gain recognition agreement
or a document required to be filed with
the initial gain recognition agreement.
For this purpose, there is a failure to
file a gain recognition agreement docu-
ment if—

(A) The gain recognition agreement
document is not timely filed as re-
quired under this section, or

(B) The gain recognition agreement
document is not completed in all mate-
rial respects.

(9) Gain recognition agreement filed in
connection with indirect stock transfers
and certain triangular asset reorganiza-
tions. With respect to a gain recogni-
tion agreement entered into in connec-
tion with an indirect stock transfer (as
defined in §1.367(a)-3(d)), or a tri-
angular asset reorganization described
in §1.367(a)-3(e)(6)(iv), an indirect dis-
position of the transferred stock or se-
curities. For example, in the case of an
indirect stock transfer described in
§1.367(a)-3(d)(1)(iii)(A), a complete or
partial disposition of the stock of the
acquiring corporation.

(10) Gain recognition agreement filed
pursuant to paragraph (k)(14) of this sec-
tion. In the case of a gain recognition
agreement entered into pursuant to
paragraph (k)(14) of this section, in ad-
dition to any disposition or other event
described in paragraphs (j)(1) through
(9) of this section,—

(i) Any disposition or other event
identified as a triggering event in a
new gain recognition agreement as re-
quired under paragraph (k)(14)(iii) of
this section; and

(ii) Any disposition or other event
that is inconsistent with the principles
of paragraph (k) of this section includ-
ing, for example, an indirect disposi-
tion of the transferred stock or securi-
ties.

(k) Triggering event exceptions. Not-
withstanding paragraph (j) of this sec-
tion, a disposition or other event de-
scribed in paragraphs (k)(1) through
(14) of this section shall not constitute
a triggering event. This paragraph (k)
generally provides exceptions for cer-
tain dispositions that constitute non-
recognition transactions but only if,
immediately after the disposition, a
U.S. transferor retains, as applicable, a
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direct or indirect interest in the trans-
ferred stock or securities, or in the as-
sets of the transferred corporation, and
a new gain recognition agreement is
entered into with respect to the initial
transfer in accordance with this para-
graph (k). Notwithstanding the appli-
cation of this paragraph (k), if a gain
recognition event described under
paragraphs (m) and (n) of this section
occurs during the GRA term the U.S.
transferor may be required to recognize
gain under the gain recognition agree-
ment in accordance with paragraph
(¢)(1)(i) of this section. See paragraph
(o) of this section which provides that,
notwithstanding paragraph (j) of this
section, certain dispositions or other
events shall instead terminate or re-
duce the amount of gain subject to a
gain recognition agreement.

(1) Transfers of stock of the transferee
foreign corporation to a corporation or
partnership. A disposition of stock of
the transferee foreign corporation re-
ceived in the initial transfer pursuant
to an exchange to which section 351, 354
(but only in a reorganization described
in section 368(a)(1)(B) that is not a tri-
angular reorganization), 361 (but only
in a divisive reorganization to which
section 355 applies), or 721 applies, shall
not constitute a triggering event if a
new gain recognition agreement is en-
tered into in accordance with para-
graphs (k)(1)(i) through (iv) of this sec-
tion, as applicable. In the case of an ex-
change to which section 354 applies
that is pursuant to a triangular reorga-
nization described in section
368(a)(1)(B), see paragraph (Kk)(14) of
this section and paragraph (q)(2) of this
section, Example 4.

(i) In the case of an exchange to
which section 351 or 354 applies in
which stock of a foreign acquiring cor-
poration is received, the U.S. trans-
feror includes with the new gain rec-
ognition agreement a statement that a
complete or partial disposition of the
stock of the foreign acquiring corpora-
tion received in the exchange shall
constitute a triggering event. The prin-
ciples of paragraph (o)(1)(i) or (ii), as
appropriate, shall be applied to deter-
mine whether a subsequent complete or
partial disposition of the stock of the
foreign acquiring corporation received
in the exchange shall instead termi-
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nate or reduce the amount of the new
gain recognition agreement.

(ii) In the case of an exchange to
which section 351 or 354 applies in
which stock of a domestic acquiring
corporation is received, the domestic
acquiring corporation enters into the
new gain recognition agreement, which
must designate the domestic acquiring
corporation as the U.S. transferor for
purposes of this section. For an illus-
tration of the rule provided by this
paragraph (k)(1)(ii), see paragraph
(q)(2) of this section, Example 3.

(iii) In the case of a section 361 ex-
change that is pursuant to a divisive
reorganization to which section 355 ap-
plies and in which stock of a domestic
corporation (domestic controlled cor-
poration) is received, the domestic con-
trolled corporation enters into the new
gain recognition agreement, which
must designate the domestic controlled
corporation as the U.S. transferor for
purposes of this section. For an illus-
tration of the rule provided by this
paragraph (K)(1)(iii), see paragraph
(q)(2) of this section, Example 11.

(iv) In the case of an exchange to
which section 721 applies, the TU.S.
transferor includes with the new gain
recognition agreement a statement
that a complete or partial disposition
of the partnership interest received in
the exchange shall constitute a trig-
gering event for purposes of the new
gain recognition agreement.

(2) Complete liquidation of U.S. trans-
feror under sections 332 and 337. A dis-
tribution by the U.S. transferor of the
stock of the transferee foreign corpora-
tion received in the initial transfer to
which section 337 applies, that is pursu-
ant to a complete liquidation under
section 332, shall not constitute a trig-
gering event if the corporate dis-
tributee (as defined in section 334(b)(2))
is a domestic corporation (domestic
corporate distributee) and the domestic
corporate distributee enters into a new
gain recognition agreement. The new
gain recognition agreement must des-
ignate the domestic corporate dis-
tributee as the U.S. transferor for pur-
poses of this section.

(3) Transfers of transferred stock or se-
curities to a corporation or partnership. A
disposition of the transferred stock or
securities pursuant to an exchange to
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which section 351, 354 (but only in a re-
organization described in section
368(a)(1)(B)), or 721 applies, shall not
constitute a triggering event if the
U.S. transferor enters in to a new gain
recognition agreement that provides
that the dispositions described in para-
graphs (k)(3)(1) and (ii) of this section
shall constitute triggering events for
purposes of the new gain recognition
agreement.

(i) A complete or partial disposition
of the stock, securities, or partnership
interest (as applicable) received in ex-
change for the transferred stock or se-
curities.

(ii) Any other event that is incon-
sistent with the principles of this para-
graph (k), including the indirect dis-
position of the transferred stock or se-
curities.

(4) Transfers of substantially all of the
assets of the transferred corporation. A
disposition of substantially all of the
assets of the transferred corporation
pursuant to an exchange to which sec-
tion 351, 354 (but only in a reorganiza-
tion described in section 368(a)(1)(B)),
or 721 applies, shall not constitute a
triggering event if the U.S. transferor
enters into a new gain recognition
agreement that provides that a com-
plete or partial disposition of the
stock, securities, or partnership inter-
est (as applicable) received in exchange
for the assets shall constitute a trig-
gering event for purposes of the new
gain recognition agreement.

(5) Recapitalizations and section 1036
exchanges. A complete or partial dis-
position of the transferred stock or se-
curities, or of the stock of the trans-
feree foreign corporation received in
the initial transfer, pursuant to a reor-
ganization described under section
368(a)(1)(E), or pursuant to a trans-
action to which section 1036 applies,
shall not constitute a triggering event
if the U.S. transferor enters into a new
gain recognition agreement.

(6) Certain asset reorganizations—(i)
Stock of transferee foreign corporation. If
stock of the transferee foreign corpora-
tion received in the initial transfer is
transferred to a domestic acquiring
corporation in a section 361 exchange
that is pursuant to an asset reorganiza-
tion, the exchanges made pursuant to
the asset reorganization shall not con-
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stitute triggering events if the domes-
tic acquiring corporation enters into a
new gain recognition agreement that
designates the domestic acquiring cor-
poration as the U.S. transferor for pur-
poses of this section. For an illustra-
tion of the rule provided by this para-
graph (k)(6), see paragraph (q)(2) of this
section, Example 5. If the acquiring cor-
poration is foreign, see paragraph
(k)(14) of this section and paragraph
(q)(2) of this section, Example 6.

(ii) Transferred stock or securities. If
the transferred stock or securities are
transferred to a foreign acquiring cor-
poration in a section 361 exchange that
is pursuant to an asset reorganization,
the exchanges made pursuant to the
asset reorganization shall not con-
stitute triggering events if the U.S.
transferor enters into a new gain rec-
ognition agreement that designates the
foreign acquiring corporation as the
transferee foreign corporation for pur-
poses of this section. For an illustra-
tion of the rule provided by this para-
graph, see paragraph (q)(2) of this sec-
tion, Example 7. If the transfer is to a
domestic acquiring corporation, or is
pursuant to a triangular asset reorga-
nization, see paragraph (k)(14) or (0)(b)
of this section.

(iii) Assets of transferred corporation. If
substantially all of the assets of the
transferred corporation are transferred
to a foreign or domestic acquiring cor-
poration in a section 361 exchange that
is pursuant to an asset reorganization,
the exchanges made pursuant to the
asset reorganization shall not con-
stitute triggering events if the U.S.
transferor enters into a new gain rec-
ognition agreement that, unless the ac-
quiring corporation is the transferee
foreign corporation, designates the ac-
quiring corporation as the transferred
corporation for purposes of this sec-
tion. Only the assets of the transferred
corporation received by the acquiring
corporation shall be treated as assets
of the transferred corporation for pur-
poses of this section (for example, only
such assets will be taken into account
for purposes of paragraph (j)(2) of this
section). For an illustration of the rule
provided by this paragraph, see para-
graph (q)(2) of this section, Example 8.
If the transferred corporation is domes-
tic, see section 367(a)(1) and (a)(5), and
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paragraph (0)(4) of this section. If the
transfer is pursuant to a triangular
asset reorganization, see paragraph
(k)(14) of this section.

(7 Certain triangular reorganications—
(i) Transferee foreign corporation. If sub-
stantially all of the assets of the trans-
feree foreign corporation are trans-
ferred to a foreign acquiring corpora-
tion in a section 361 exchange that is
pursuant to a triangular asset reorga-
nization, the exchanges made pursuant
to the reorganization shall not con-
stitute triggering events if a new gain
recognition agreement is entered into
in accordance with paragraphs
(K)(T)(1)(A) through (C) of this section.
If the acquiring corporation is domes-
tic, see paragraph (k)(14) of this sec-
tion. For rules that apply to gain rec-
ognition agreements entered into as a
result of an indirect stock transfer, see
§1.367(a)-3(d)(2)(iv) and paragraph (j)(9)
of this section.

(A) If P is foreign, the new gain rec-
ognition agreement designates P as the
transferee foreign corporation and in-
cludes a statement that the U.S. trans-
feror agrees to treat a complete or par-
tial disposition of the S stock held by
P as a triggering event.

(B) Except as provided in paragraph
(K)(M({H)(C) of this section, if P is do-
mestic, P enters into the new gain rec-
ognition agreement that designates P
as the U.S. transferor and S as the
transferee foreign corporation.

(C) If the triangular asset reorganiza-
tion is described in section 368(a)(1)(A)
by reason of section 368(a)(2)(E) and the
transferee foreign corporation is the
merged corporation, the U.S. trans-
feror enters into the new gain recogni-
tion agreement and designates the sur-
viving corporation as the transferee
foreign corporation.

(ii) Transferred corporation. If sub-
stantially all of the assets of the trans-
ferred corporation are transferred in a
section 361 exchange pursuant to a tri-
angular asset reorganization, the ex-
changes made pursuant to the reorga-
nization shall not constitute triggering
events if the U.S. transferor enters into
a new gain recognition agreement in
accordance with paragraph (K)(7)(ii)(A)
of this section and, as applicable, para-
graph (K)(7)(ii)(B) or (C) of this section.
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(A) The new gain recognition agree-
ment includes a statement that the
U.S. transferor agrees to treat a com-
plete or partial disposition of the P
stock received in the reorganization as
a triggering event.

(B) If the triangular asset reorganiza-
tion is described in section 368(a)(1)(C),
or section 368(a)(1)(A) or (G) by reason
of section 368(a)(2)(D), the new gain
recognition agreement includes a
statement that the TU.S. transferor
agrees to treat a complete or partial
disposition of the S stock held by P as
a triggering event.

(C) If the triangular asset reorganiza-
tion is described in section 368(a)(1)(A)
by reason of section 368(a)(2)(E) and the
transferred corporation is the merged
corporation, the new gain recognition
agreement includes a statement that
the U.S. transferor agrees to treat a
complete or partial disposition of the
stock of the surviving corporation as a
triggering event.

(8) Complete liquidation of transferred
corporation. A distribution of substan-
tially all of the assets of the trans-
ferred corporation to which section 337
applies, and the related exchange of the
transferred stock to which section 332
applies, shall not constitute triggering
events, if the U.S. transferor enters
into a new gain recognition agreement.
If the transferred corporation is domes-
tic, see §1.367(e)-2 and paragraph (0)(4)
of this section. See paragraph (q)(2) of
this section, Example 9 for an illustra-
tion of the rules provided in this para-
graph (k)(8).

(9) Death of U.S. transferor. The death
of a U.S. transferor shall not con-
stitute a triggering event if the person
winding up the affairs of the U.S.
transferor—

(i) Retains sufficient assets of the
U.S. transferor to satisfy any possible
Federal tax liability of the U.S. trans-
feror under the gain recognition agree-
ment for the duration of the extended
period of limitations on assessments of
tax on the gain realized but not recog-
nized in the initial transfer;

(ii) Provides security as required
under paragraph (h) of this section for
any possible Federal tax liability of
the U.S. transferor under the gain rec-
ognition agreement; or
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(iii) Obtains a ruling from the Inter-
nal Revenue Service providing for one
or more successors to the U.S. trans-
feror under the gain recognition agree-
ment.

(10) Deconsolidation. A
deconsolidation of the U.S. transferor
shall not constitute a triggering event
if the U.S. transferor enters into a new
gain recognition agreement.

(11) Consolidation. A consolidation of
the U.S. transferor shall not constitute
a triggering event if the U.S. transferor
enters into a new gain recognition
agreement. See paragraph (d)(3) of this
section.

(12) Intercompany  transactions—(i)
General rule. If, pursuant to an inter-
company transaction, the U.S. trans-
feror disposes of stock of the transferee
foreign corporation received in the ini-
tial transfer, this paragraph (k)(12) ap-
plies to such disposition to the extent
the intercompany transaction creates
an intercompany item that is not
taken into account in the taxable year
during which the intercompany trans-
action occurs. To the extent this para-
graph (k)(12) applies, the disposition
shall not constitute a triggering event,
and the U.S. transferor shall remain
subject to the gain recognition agree-
ment if the conditions of paragraphs
(kK)(12)(i)(A) and (B) of this section are
satisfied. To the extent the intercom-
pany transaction does not create an
intercompany item see, for example,
paragraph (k)(1) and paragraph (q)(2) of
this section, Example 20. See paragraph
(0)(6) of this section for the effect on a
gain recognition agreement when an
intercompany item from an intercom-
pany transaction to which this para-
graph (k)(12)(i) applies is taken into ac-
count.

(A) At the time of the disposition,
the basis of the stock of the transferee
foreign corporation received in the ini-
tial transfer that is disposed of in the
intercompany transaction is not great-
er than the sum of the amounts de-
scribed in paragraphs (K)(12)(1)(A)(I)
through (3) of this section. If only a
portion of the stock of the transferee
foreign corporation received in the ini-
tial transfer is disposed of, then the
basis of such stock shall be compared
with a proportionate amount (meas-
ured by value as determined at the
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time of the disposition) of the amounts
described in paragraph (k)(12)(1)(A)(I)
through (3) of this section. To satisfy
the basis condition of this paragraph
(k)(12)(i)(A), the U.S. transferor may
reduce the basis of the stock of the
transferee foreign corporation received
in the initial transfer that is disposed
of in the intercompany transaction in
accordance with the principles of para-
graph (0)(1)(iii) of this section.

(I) The aggregate basis of the trans-
ferred stock or securities at the time of
the initial transfer;

(2) The amount of any increase to the
basis of the transferred stock or securi-
ties by reason of gain recognized by the
U.S. transferor on the initial transfer;
and

(3) The amount of any increase to the
basis of the stock disposed of by reason
of an income inclusion by the TU.S.
transferor with respect to such stock
(for example, pursuant to section
961(a)).

(B) The annual certification filed
with respect to the existing gain rec-
ognition agreement for the taxable
year during which the intercompany
transaction occurs includes a complete
description of the intercompany trans-
action and a schedule illustrating how
the basis condition of paragraph
(kK)(12)(i)(A) of this section is satisfied.

(ii) Certain dispositions following inter-
company transaction. A subsequent dis-
position of stock of the transferee for-
eign corporation that is transferred in
an intercompany transaction to which
the exception provided by paragraph
(k)(12)(i) of this section applies shall
not constitute a triggering event if—

(A) The stock is transferred to a
member of the consolidated group that
includes the U.S. transferor imme-
diately after the disposition, and

(B) The annual certification filed
with respect to the existing gain rec-
ognition agreement for the taxable
year during which the subsequent dis-
position occurs includes a complete de-
scription of the disposition.

(13) Deemed asset sales pursuant to sec-
tion 338(g) elections. A deemed sale of
the assets of the transferred corpora-
tion or the transferee foreign corpora-
tion as a result of an election under
section 338(g) shall not constitute a
triggering event. This paragraph does
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not apply to the sale of the stock of the
target corporation (within the meaning
of section 338(d)(2)) with respect to
which such election is made.

(14) Other dispositions or events. A dis-
position or other event that would con-
stitute a triggering event, without re-
gard to this paragraph (k)(14), shall not
constitute a triggering event if the
conditions of paragraph (k)(14)(i)
through (iii) of this section, as applica-
ble, are satisfied. See paragraph (q)(2),
Examples 4, 6, 10, 12, 17, 21, and 23 of this
section for illustrations of the rules
provided by this paragraph (k)(14).

(i) The disposition qualifies as a non-
recognition transaction.

(ii) Immediately after the disposition
or other event, a U.S. transferor re-
tains a direct or indirect interest in
the transferred stock or securities or,
as applicable, in substantially all of
the assets of the transferred corpora-
tion (for example, in a case where the
transferred corporation has been liq-
uidated pursuant to section 332). If, as
a result of the disposition or other
event, a foreign corporation acquires
the transferred stock or securities or,
as applicable, substantially all the as-
sets of the transferred corporation, the
condition of this paragraph (k)(14)(ii)
shall be satisfied only if the U.S. trans-
feror owns at least five percent (apply-
ing the attribution rules of section 318,
as modified by section 958(b)) of the
total voting power and the total value
of the outstanding stock of such for-
eign corporation.

(iii) A new gain recognition agree-
ment is entered into by the U.S. trans-
feror described in paragraph (k)(14)(ii)
of this section that includes—

(A) An explanation of why this para-
graph (k)(14) applies to the disposition
or other event; and

(B) A description of each subsequent
disposition or other event that would
constitute a triggering event, other
than those described in paragraph (j) of
this section, with respect to the new
gain recognition agreement based on
the principles of paragraphs (j) and (k)
of this section including, for example,
an indirect disposition of the trans-
ferred stock or securities.

(1) [Reserved]

(m) Receipt of boot in monrecognition
transactions—(1) Dispositions of trans-
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ferred stock or securities. Notwith-
standing paragraph (k) of this section,
if gain is required to be recognized (not
including any gain that would be treat-
ed as a dividend under section 356(a)(2))
in connection with a disposition of the
transferred stock or securities to which
an exception under paragraph (k) of
this section otherwise applies (trig-
gering event exception), the U.S. trans-
feror shall recognize gain under para-
graph (c)(1)(i) of this section equal to
the amount of gain required to be rec-
ognized in connection with the disposi-
tion, but not in excess of the amount of
gain subject to the gain recognition
agreement. For purposes of this para-
graph (m)(1), the amount of gain re-
quired to be recognized in connection
with the disposition shall be deter-
mined before taking into account any
increase to the basis of the transferred
stock or securities under paragraph
(c)(4)(ii) of this section. See paragraph
(a)(2) of this section, Example 13, for an
illustration of the rule provided by this
paragraph (m)(1).

(2) Dispositions of assets of transferred
corporation. If gain is required to be
recognized (not including any gain that
would be treated as a dividend under
section 356(a)(2)) in connection with a
disposition of substantially all of the
assets of the transferred corporation to
which a triggering event exception oth-
erwise applies, the U.S. transferor shall
recognize gain under paragraph (c)(1)(i)
of this section equal to the amount of
gain required to be recognized in con-
nection with the disposition, but not in
excess of the amount of gain subject to
the gain recognition agreement.

(n) Special rules for distributions with
respect to stock—(1) Certain dividend
equivalent redemptions treated as disposi-
tions. A redemption of the transferred
stock or of stock of the transferee for-
eign corporation received in the initial
transfer that is treated by reason of
section 302(d) as a distribution of prop-
erty to which section 301 applies shall
constitute a disposition for purposes of
this section unless the U.S. transferor
enters into a new gain recognition
agreement that includes appropriate
provisions to account for the redemp-
tion. For an illustration of the rule of
this paragraph (n)(1), see paragraph
(a)(2) of this section, Example 14.
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(2) Gain recogniced under Ssection
301(c)(3). If gain is required to be recog-
nized under section 301(c)(3) with re-
spect to the transferred stock, the U.S.
transferor shall recognize gain under
the gain recognition agreement in ac-
cordance with paragraph (c)(1)(i) of
this section in an amount equal to the
gain required to be recognized under
section 301(c)(3), but not in excess of
the amount of gain subject to the gain
recognition agreement. For this pur-
pose, the amount of gain required to be
recognized under section 301(c)(3) shall
be determined before taking into ac-
count any increase in the basis of the
transferred stock under paragraph
(c)(4)(ii) of this section.

(0) Dispositions or other events that ter-
minate or reduce the amount of gain sub-
ject to the gain recognition agreement.
Notwithstanding paragraph (j) of this
section, the following dispositions or
other events shall not constitute trig-
gering events but instead shall termi-
nate or reduce the amount of gain sub-
ject to the gain recognition agreement.

(1) Taxable disposition of stock of the
transferee foreign corporation—(i) Com-
plete disposition. Except as otherwise
provided in this paragraph (0)(1)(i), if
the U.S. transferor disposes of all the
stock of the transferee foreign corpora-
tion received in the initial transfer in a
transaction in which all gain realized
is recognized and included in taxable
income during the taxable year of the
disposition, the gain recognition agree-
ment shall terminate without further
effect if, at the time of the disposition,
the aggregate basis of such stock is not
greater than the sum of the amounts
described in paragraphs (0)(1)(i)(A)
through (C) of this section. This para-
graph shall not apply to a disposition
of stock of the transferee foreign cor-
poration pursuant to an intercompany
transaction to which paragraph (k)(12)
of this section applies. This paragraph
shall also not apply to an individual
U.S. transferor that loses U.S. citizen-
ship or ceases to be a lawful permanent
resident of the United States (within
the meaning of section 7701(b)(6)).

(A) The aggregate basis of the trans-
ferred stock or securities at the time of
the initial transfer;

(B) The amount of any increase to
the basis of the transferred stock or se-
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curities by reason of gain recognized by
the U.S. transferor on the initial trans-
fer; and

(C) The amount of any increase to
the basis of the stock disposed of by
reason of an income inclusion by the
U.S. transferor with respect to such
stock (for example, pursuant to section
961(a)).

(ii) Partial dispositions. A partial dis-
position by the U.S. transferor of the
stock of the transferee foreign corpora-
tion received in the initial transfer in a
transaction otherwise described in
paragraph (0)(1)(i) of this section shall
reduce the amount of gain subject to
the gain recognition agreement based
on the relative fair market value of the
stock disposed of (measured at the
time of the disposition) compared to
the fair market value of all of the
stock of the transferee foreign corpora-
tion received in the initial transfer
(measured at the time of the disposi-
tion). For determining whether the
basis condition of paragraph (0)(1)(i) of
this section is satisfied in the case of a
partial disposition, the aggregate basis
of the stock disposed of is compared to
a proportionate amount (based on fair
market value, as measured at the time
of the partial disposition) of the
amounts described in paragraphs
(0)(1)(A)(A) through (C) of this section.
For an illustration of the rules of this
paragraph (0)(1)(ii), see paragraph
(a)(2), Example 15, of this section.

(iii) Reduction of stock basis. For pur-
poses of satisfying the basis condition
of paragraph (0)(1)(i) or (ii) of this sec-
tion, the U.S. transferor may reduce
the aggregate basis of the stock of the
transferee foreign corporation received
in the initial transfer, effective imme-
diately before the disposition. For an
illustration of the rules of this para-
graph (0)(1)(iii), see paragraph (q)(2),
Example 16, of this section. The U.S.
transferor reduces the basis of the
stock of the transferee foreign corpora-
tion by including a statement with the
timely-filed return of the U.S. trans-
feror for the taxable year in which the
disposition occurs, entitled ‘‘Election
to Reduce Stock Basis Under §1.367(a)—
8(0)(1)(iii)”” and that includes—

(A) A description, including the date,
of the disposition;
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(B) A description of the stock of the
transferee foreign corporation disposed
of and the basis adjustments made
under this paragraph (0)(1)(iii); and

(C) The fair market value of all the
stock of the transferee foreign corpora-
tion held by the U.S. transferor at the
time of the disposition.

(2) Gain recogniced in connection with
certain mnonrecognition transactions. If
the U.S. transferor recognizes gain in
connection with a complete or partial
disposition of stock of the transferee
foreign corporation received in the ini-
tial transfer that is described in para-
graph (k) of this section, and the basis
condition of paragraph (0)(1)(i) or (ii) of
this section, as applicable, is satisfied
with the respect to such disposition,
the amount of gain subject to the new
gain recognition agreement filed under
paragraph (k) of this section as a result
of such disposition shall equal the
amount of gain subject to the existing
gain recognition agreement reduced by
the amount of gain recognized by the
U.S. transferor on the disposition. If
the U.S. transferor recognizes gain in
connection with a complete or partial
disposition of the stock of the trans-
feree foreign corporation received in
the initial transfer that is described in
paragraph (k) of this section, and the
condition of paragraph (0)(1)(i) or (ii) of
this section, as applicable, is satisfied
with the respect to the disposition, but
a new gain recognition agreement is
not filed with respect to such disposi-
tion so that a triggering event excep-
tion does not apply to the disposition,
the amount of gain required to be rec-
ognized by the U.S. transferor under
the existing gain recognition agree-
ment shall be reduced by the amount of
the gain recognized on the disposition.

(3) Gain recognized wunder section
301(c)(3). If the U.S. transferor recog-
nizes gain under section 301(c)(3) with
respect to the stock of the transferee
foreign corporation received in the ini-
tial transfer, the amount of gain sub-
ject to the gain recognition agreement
shall be reduced by the amount of such
recognized gain.

(4) Dispositions of substantially all of
the assets of a domestic transferred cor-
poration. Except as otherwise provided
in this paragraph (0)(4), the gain rec-
ognition agreement shall terminate
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without further effect if substantially
all of the assets of the transferred cor-
poration are disposed of in a trans-
action in which all gain realized is rec-
ognized and included in taxable income
during the taxable year of the disposi-
tion, but only if, at the time of the ini-
tial transfer, the U.S. transferor owned
stock in the transferred corporation
satisfying the requirements of section
1504(a)(2) and the U.S. transferor and
the transferred corporation were mem-
bers of the same consolidated group. If
the initial transfer was part of an indi-
rect stock transfer, the gain recogni-
tion agreement shall terminate with-
out further effect if substantially all of
the assets of the transferred corpora-
tion (taking into account §1.367(a)-
3(d)(2)(v)) are disposed of in a trans-
action in which all gain realized is rec-
ognized and included in taxable income
during the taxable year of the disposi-
tion, but only if at the time of the ini-
tial transfer the U.S. transferor owned
stock in the transferred corporation
satisfying the requirements of section
1504(a)(2) (for example, in the case of a
reorganization described in section
368(a)(1)(A) by reason of section
368(a)(2)(E)) and the U.S. transferor and
the transferred corporation were mem-
bers of the same consolidated group.

(b) Certain distributions or transfers of
transferred stock or securities to U.S. per-
sons. To the extent a distribution or
transfer of the transferred stock or se-
curities satisfies the conditions of
paragraphs (0)(5)(i) through (iii) of this
section, the gain recognition agree-
ment shall terminate without further
effect, or the amount of gain subject to
the gain recognition agreement shall
be reduced, as appropriate.

(i) Distributions or transfers described
in section 337, 355, or 361. The trans-
ferred stock or securities are distrib-
uted or transferred pursuant to a trans-
action described in paragraph
(0)(5)(1)(A) through (D) of this section,
as appropriate.

(A) A distribution described in sec-
tion 337 that is pursuant to a complete
liquidation described in section 332.
See paragraph (q)(2) of this section, Ex-
ample 18, for an illustration of the rule
provided by this paragraph (0)(6)(1)(A).

(B) A distribution to which section
355 applies. See paragraph (q)(2) of this
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section, Example 19, for an illustration
of the rule provided by this paragraph
(0)(5)(1)(B).

(C) A section 361 exchange that is
pursuant to an asset reorganization.
See paragraph (q)(2) of this section, Ex-
ample 22, for an illustration of the rule
provided by this paragraph (0)(5)(1)(C).

(D) A distribution to which section
361(c) applies that is pursuant to an
asset reorganization. See paragraph
(q)(2) of this section, Example 22, for an
illustration of the rule provided by this
paragraph (0)(5)(1)(D).

(ii) Qualified recipient. The recipient
of the transferred stock or securities in
the relevant transaction described in
paragraph (0)(5)(i) of this section
(qualified recipient) is—

(A) The U.S. transferor;

(B) A member of the consolidated
group that includes the U.S. transferor
immediately after the transaction; or

(C) An individual that is a United
States person.

(iii) Basis requirement—(A) General
rule. Immediately after the relevant
transaction described in paragraph
(0)(b)() of this section, the aggregate
basis of the transferred stock or securi-
ties received by the qualified recipient
is not greater than the aggregate basis
of such stock or securities at the time
of the initial transfer (as adjusted for
gain recognized by the U.S. transferor
on the initial transfer attributable to
such stock or securities). For this pur-
pose, the basis of the transferred stock
in the hands of the qualified recipient
shall be determined without regard to
any basis attributable to income inclu-
sions with respect to the stock (for ex-
ample, under section 961(a)). In the
case of a distribution to which section
355 applies, any adjustments to basis
under §1.367(b)-56(c) shall be made be-
fore determining whether the basis
condition of this paragraph is satisfied.

(B) Election to reduce basis in trans-
ferred stock or securities. If the basis
condition of paragraph (0)(5)(iii)(A) of
this section is not satisfied, each quali-
fied recipient may reduce the basis of
the transferred stock or securities re-
ceived in the transaction to the extent
necessary to satisfy the basis condi-
tion. A qualified recipient reduces the
basis of the transferred stock or securi-
ties by including a statement with its
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timely-filed return for the taxable year
during which the distribution or trans-
fer occurs entitled ‘‘Election to Reduce
Stock Basis Under §1.367(a)-
8(0)(5)(ii1)(B)”’ and that includes—

(I) A complete description and the
date of the distribution or transfer;

(2) The fair market value of the
transferred stock or securities received
by the qualified recipient in the trans-
action; and

(3) The basis of the transferred stock
or securities received by the qualified
recipient immediately before and after
the basis reduction.

(6) Dispositions or other event following
certain intercompany transactions. If,
subsequent to an intercompany trans-
action to which paragraph (k)(12) of
this section applies, a disposition or
other event occurs that requires the
U.S. transferor to take into account
the intercompany item related to the
intercompany transaction (under the
provisions of §1.1502-13), the gain rec-
ognition agreement shall terminate
without further effect or the amount of
gain subject to the gain recognition
agreement shall be reduced based on
the principles of paragraph (o)(1)(i) or
(ii) of this section, as appropriate. For
an illustration of the rules of this para-
graph (0)(6), see paragraph (q)(2) of this
section, Example 20.

(T) Expropriations under foreign law.
The amount of gain subject to the gain
recognition agreement shall be reduced
to the extent the stock or securities of
the transferee foreign corporation re-
ceived in the initial transfer, the trans-
ferred stock or securities, or substan-
tially all the assets of the transferred
corporation, are expropriated, seized,
or subjected to a similar taking of such
property by the government of a for-
eign country, any political subdivision
thereof, or any agency or instrumen-
tality of the foregoing. Principles simi-
lar to those of paragraph (o0)(1)(i) or
(0)(1)(ii) of this paragraph, as relevant,
shall be applied to determine the
amount of the reduction.

(p) Relief for certain failures to file or
failures to comply that are not willful—(1)
In general. This paragraph (p) provides
relief if there is a failure to file an ini-
tial gain recognition agreement as re-
quired under paragraph (d)(1) of this
section (failure to file), or a failure to
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comply that is a triggering event under
paragraph (j)(8) of this section (failure
to comply). A failure to file or failure
to comply will be deemed not to have
occurred for purposes of paragraph
(d)(1) of this section or paragraph (j)(8)
of this section if the U.S. transferor
demonstrates that the failure was not
willful using the procedure set forth in
this paragraph (p). For this purpose,
willful is to be interpreted consistent
with the meaning of that term in the
context of other civil penalties, which
would include a failure due to gross
negligence, reckless disregard, or will-
ful neglect. Whether a failure to file or
failure to comply was willful will be
determined by the Director (as de-
scribed in paragraph (j)(8) of this sec-
tion) based on all the facts and cir-
cumstances. The U.S. transferor must
submit a request for relief and an ex-
planation as provided in paragraph
(p)(2)(1) of this section. Although a U.S.
transferor whose failure to file or fail-
ure to comply is determined not to be
willful will not be subject to gain rec-
ognition under paragraph (b), (c), or (e)
of §1.367(a)-3 or paragraph (c)(1) of this
section, as applicable, the U.S. trans-
feror will be subject to a penalty under
section 6038B if the U.S. transferor fails
to satisfy the reporting requirements
under that section and does not dem-
onstrate that the failure was due to
reasonable cause and not willful ne-
glect. See §1.6038B-1(b)(2) and (f). The
determination of whether the failure to
file or failure to comply was willful
under this section has no effect on any
request for relief made under §1.6038B—
1(f).

(2) Procedures for establishing that a
failure to file or failure to comply was not
willful—({) Time and manner of submis-
sion. A U.S. transferor’s statement that
a failure to file or failure to comply
was not willful will be considered only
if, promptly after the U.S. transferor
becomes aware of the failure, an
amended return is filed for the taxable
year to which the failure relates that
includes the information that should
have been included with the original
return for such taxable year or that
otherwise complies with the rules of
this section, and that includes a writ-
ten statement explaining the reasons
for the failure to file or failure to com-
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ply. The U.S. transferor must file, with
the amended return, a Form 8838 ex-
tending the period of limitations on as-
sessment of tax with respect to the
gain realized but not recognized on the
initial transfer to the later of: The
close of the eighth full taxable year
following the taxable year during
which the initial transfer occurred
(date one); or the close of the third full
taxable year ending after the date on
which the required information is pro-
vided to the Director (date two). How-
ever, the U.S. transferor is not required
to file a Form 8838 with the amended
return if both date one is later than
date two and a Form 8838 was pre-
viously filed extending the period of
limitations on assessment of tax with
respect to the gain realized but not rec-
ognized on the initial transfer to date
one. If a Form 8838 is not required to be
filed with the amended return pursuant
to the previous sentence, a copy of the
previously filed Form 8838 must be filed
with the amended return. The amended
return and either a Form 8838 or a copy
of the previously filed Form 8838, as
the case may be, must be filed with the
Internal Revenue Service at the loca-
tion where the U.S. transferor filed its
original return. The U.S. transferor
may submit a request for relief from
the penalty under section 6038B as part
of the same submission. See §1.6038B-
1(f).

(ii) Notice requirement. In addition to
the requirements of paragraph (p)(2)(i)
of this section, the TU.S. transferor
must comply with the notice require-
ments of this paragraph (p)(2)(ii). If
any taxable year of the U.S. transferor
is under examination when the amend-
ed return is filed, a copy of the amend-
ed return and any information required
to be included with such return must
be delivered to the Internal Revenue
Service personnel conducting the ex-
amination. If no taxable year of the
U.S. transferor is under examination
when the amended return is filed, a
copy of the amended return and any in-
formation required to be included with
such return must be delivered to the
Director.

(3) Examples. The following examples
illustrate the application of this para-
graph (p). All of the examples are based
solely on the following facts and any
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additional facts stated in the par-
ticular example. DC, a domestic cor-
poration, wholly owns F'S and FA, each
a foreign corporation. In Year 1, pursu-
ant to a transaction qualifying both as
an exchange under section 351 and a re-
organization under section 368(a)(1)(B),
DC transferred all the FS stock to FA
solely in exchange for voting stock of
FA (FS Transfer). The fair market
value of the FS stock exceeded DC’s
tax basis in the stock at the time of
the F'S transfer. Absent the application
of section 367 to the transaction, DC’s
exchange of the F'S stock for the stock
of FA qualified as a tax-free exchange
under sections 3b61(a) and section 354.
Immediately after the transaction,
both FA and FS were controlled for-
eign corporations (as defined in section
957). Furthermore, DC was a section
1248 shareholder (as defined in
§1.367(b)-2(b)) with respect to FA and
FS, and a b5-percent shareholder with
respect to FA for purposes of §1.367(a)—
3(b)(ii). Thus, DC was required to rec-
ognize gain under section 367(a)(1) by
reason of the FS Transfer unless DC
timely filed an initial gain recognition
agreement (GRA) as required by para-
graph (d)(1) of this section and com-
plies in all material respects with the
requirements of this section through-
out the term of the GRA. The applica-
tion of section 6038B is not addressed in
these examples. DC may be subject to a
penalty under section 6038B even if DC
demonstrates under this section that a
failure to file or failure to comply was
not willful. See §1.6038B-1(b) and (f) for
the application of section 6038B.

Example 1. Taxpayer failed to file a GRA due
to accidental oversight. (i) Facts. DC filed its
tax return for the year of the FS Transfer,
reporting no gain with respect to the ex-
change of the F'S stock. DC, through its tax
department, was aware of the requirement to
file a GRA in order for DC to avoid recog-
nizing gain with respect to the FS Transfer
under section 367(a)(1), and had the experi-
ence and competency to properly prepare the
GRA. DC had filed many GRAs over the
years and had never failed to timely file a
GRA. However, although DC prepared the
GRA with respect to the FS Transfer, it was
not filed with DC’s tax return for the year of
the FS Transfer due to an accidental over-
sight. During the preparation of the fol-
lowing year’s tax return, DC discovered that
the GRA was not filed. DC filed an amended
return to file the GRA and complied with the

§1.367(a)-8

procedures set forth under paragraph (p)(2) of
this section promptly after it became aware
of the failure.

(ii) Result. Because DC failed to file a GRA
with its timely filed tax return for the year
of the F'S Transfer, there is a failure to time-
ly file the GRA as required by paragraph
(d)(1) of this section. However, based on the
facts of this Example 1, including that the
failure to timely file the GRA was an iso-
lated and accidental oversight, the failure to
timely file is not a willful failure to file. Ac-
cordingly, the timely filed requirement of
paragraph (d)(1) of this section is considered
to be satisfied, and DC is not required to rec-
ognize the gain realized on the FS Transfer
under section 367(a)(1).

Example 2. Taxpayer’s course of conduct is
taken into account in determination. (i) Facts.
DC filed its tax return for the year of the FS
Transfer, reporting no gain with respect to
the exchange of the FS stock, but failed to
file a GRA. DC, through its tax department,
was aware of the requirement to file a GRA
in order for DC to avoid recognizing gain
with respect to the FS Transfer under sec-
tion 367(a)(1). DC had not consistently and in
a timely manner filed GRAs in the past, and
also had an established history of failing to
timely file other tax and information returns
for which it was subject to penalties. In a
year subsequent to Year 1, DC transferred
stock of another foreign subsidiary with re-
spect to which DC had a built-in gain (FS2)
to FA in a transaction that qualified as both
a reorganization under section 368(a)(1)(B)
and an exchange described under section 351
(FS2 Transfer). DC was required to recognize
gain on the FS2 Transfer under section
367(a)(1) unless DC timely filed a GRA as re-
quired by paragraph (d)(1) of this section and
complied with the requirements of this sec-
tion during the term of the GRA. DC re-
ported no gain on the FS2 Transfer on its tax
return, but failed to file a GRA. At the time
of the FS2 Transfer, DC was already aware of
its failure to file the GRA required for the
prior F'S Transfer, but had not implemented
any safeguards to ensure that it would time-
ly file GRAs for future transactions. DC filed
an amended return to file the GRA for the
FS2 Transfer and complied with the proce-
dures set forth under paragraph (p)(2) of this
section promptly after it became aware of
the failure. DC asserts that its failure to
timely file a GRA with respect to the FS2
Transfer was due to an isolated oversight
similar to the one that occurred with respect
to the F'S Transfer. At issue is DC’s failure
to timely file a GRA for the FS2 Transfer.

(ii) Result. Because DC failed to file a GRA
with its timely filed tax return for the year
of the FS2 Transfer, there is a failure to
timely file the GRA as required by paragraph
(d)(1) of this section. DC’s course of conduct
is taken into account in determining wheth-
er its failure to timely file a GRA for the
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FS2 Transfer was willful. Based on the facts
of this Example 2, including DC’s history of
failing to file required tax and information
returns in general and GRAs in particular,
and its failure to implement safeguards to
ensure that it would timely file GRAs, the
failure to timely file a GRA with respect to
the FS2 Transfer rises to the level of a will-
ful failure to timely file. Accordingly, DC is
ineligible for relief under paragraph (p) of
this section, the GRA is not considered time-
ly filed for purposes of paragraph (d)(1) of
this section, and DC must recognize the full
amount of the gain realized on the FS2
Transfer.

Example 3. GRA not completed in all material
respects. (i) Facts. DC timely filed its tax re-
turn for the year of the FS Transfer, report-
ing no gain with respect to the exchange of
the FS stock. DC was aware of the require-
ment to file a GRA to avoid recognizing gain
under section 367(a)(1), including the require-
ment to provide the basis and fair market
value of the transferred stock. However, DC
filed a purported GRA that did not contain
the fair market value of the FS stock. In-
stead, the GRA was filed with the statement
that the fair market value information was
‘‘available upon request.” Other than the
omission of the fair market value of the FS
stock, the GRA contained all other informa-
tion required by this section.

(ii) Result. Because DC omitted the fair
market value of the FS stock from the GRA,
the GRA was not completed in all material
respects. Accordingly, there is a failure to
timely file the GRA. Furthermore, because
DC knowingly omitted such information,
DC’s omission is a willful failure to timely
file a GRA. Accordingly, DC is ineligible for
relief under paragraph (p) of this section, the
GRA is not considered timely filed for pur-
poses of paragraph (d)(1) of this section, and
DC must recognize the full amount of the
gain realized on the FS Transfer. The same
result would arise if DC had included the fair
market value of the F'S stock, but knowingly
omitted its tax basis from the GRA.

Example 4. Taxpayer knew of GRA filing re-
quirement, but intentionally chose not to file. (i)
Facts. When DC filed its tax return for the
tax year of the FS Transfer, it was aware of
the requirement to file a GRA to avoid rec-
ognizing gain under section 367(a)(1). How-
ever, because DC anticipated selling Busi-
ness A in the following tax year, which was
expected to produce a capital loss that could
be carried back to fully offset the gain recog-
nized on the FS Transfer, DC intentionally
chose not to file a GRA. DC recognized the
gain from the FS Transfer under section
367(a)(1) and reported the gain on its timely
filed tax return. At the end of the following
year, a large class action lawsuit was filed
against Business A and, consequently, DC
was unable to sell the business. As a result,
DC did not realize the expected capital loss,
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and it was not able to offset the gain from
the F'S Transfer. DC now seeks to file a GRA
for the F'S Transfer.

(ii) Result. Because DC failed to file a GRA
with its timely filed tax return for the year
of the F'S Transfer, there is a failure to time-
ly file the GRA as required by paragraph
(d)(1) of this section. Furthermore, because
DC intentionally chose not to file a GRA for
the FS Transfer, its actions constitute a
willful failure to timely file a GRA. Accord-
ingly, DC is ineligible for relief under para-
graph (p) of this section, the GRA is not con-
sidered timely filed for purposes of para-
graph (d)(1) of this section, and DC must rec-
ognize the full amount of the gain realized
on the FS Transfer in Year 1.

(q) Eramples—(1) Presumed facts and
references. For purposes of the examples
in paragraph (q)(2) of this section, and
except where otherwise indicated, the
following is presumed.

(i) UST, USP, and DC are domestic
corporations that each use a calendar
taxable year.

(ii) USP wholly owns UST and is the
common parent of the consolidated
group of which UST is a member.

(iii) TFC, TFD, F1, and FA are for-
eign corporations.

(iv) UST wholly owns TFD.

(v) In a section 351 exchange, UST
transfers all of the stock of TFD (TFD
stock) to TFC in exchange solely for
stock of TFC (the initial transfer).

(vi) Pursuant to §1.367(a)-3(b)(1)(ii)
and this section, UST enters into a
gain recognition agreement in connec-
tion with the initial transfer and
makes the election described under
paragraph (c)(2)(vi) of this section with
respect to the gain recognition agree-
ment.

(vii) As applicable, the section 1248
amount (within the meaning of
§1.367(b)-2(c)) or all earnings and prof-
its amount (within the meaning of
§1.367(b)-2(d)) attributable to the stock
of a foreign corporation is zero.

(viii) All transactions are respected
under general principles of tax law, in-
cluding the step transaction doctrine.

(ix) References to a U.S. transferor
entering into a gain recognition agree-
ment mean, where applicable, that the
common parent of the consolidated
group of which the U.S. transferor is a
member has filed the gain recognition
agreement on behalf of the U.S. trans-
feror in accordance with paragraph
(d)(3) of this section.
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(x) Taxable years during the GRA
term are referred to, for example, as
yvear 1 and year 2.

(2) Examples. The following examples
illustrate the application of the rules
of this section.

Example 1. Basis adjustments from gain recog-
nized under the gain recognition agreement. (i)
Facts. TFC wholly owns F1. In year 3, pursu-
ant to a section 351 exchange, TFC transfers
all of the TFD stock to F1 in exchange solely
for voting stock of F1. UST enters into a new
gain recognition agreement with respect to
the initial transfer under paragraph (k)(3) of
this section, and therefore the transfer by
TFC of the TFD stock to F1 is not a trig-
gering event. Under paragraph (c)(5)(i) of
this section, the existing gain recognition
agreement terminates without further effect.
In year 4, in an exchange to which section 721
applies, UST contributes the TFC stock re-
ceived in the initial transfer to PRS, a do-
mestic partnership, in exchange for a part-
nership interest. UST enters into a new gain
recognition agreement with respect to the
initial transfer under paragraph (k)(1) of this
section, and therefore the transfer by UST of
the TFC stock to PRS is not a triggering
event. Under paragraph (c)(5)(i) of this sec-
tion, the new gain recognition agreement
filed by UST in year 3 terminates without
further effect. In year 5, TFD disposes of sub-
stantially all of its assets in a transaction
that constitutes a triggering event under
paragraph (j)(2)(i) of this section. Under
paragraph (c¢)(1)(i) of this section, UST recog-
nizes the gain realized but not recognized on
the initial transfer by reason of entering
into the gain recognition agreement.

(ii) Result. Under paragraph (c)(4) of this
section, the basis of the PRS interest held by
UST, the TFC stock held by PRS that was
received from UST in year 4, the F1 stock
held by TFC that was received in exchange
for the TFD stock in year 3, and the TFD
stock held by F1 that was received from TFC
in year 3 is increased by the amount of gain
recognized by UST (but not by the additional
tax or interest paid as result of such gain)
with respect to the initial transfer under the
gain recognition agreement. However, the
basis of the assets of TFD (including the as-
sets disposed of in year 5) is not increased as
a result of the gain recognized by UST.

Example 2. Impact of gain recognition event
on computation of income. (i) Facts. At the
time of the initial transfer, the TFD stock
has a $50x basis, a $100x fair market value,
and a $30x section 1248 amount. The amount
of gain subject to the gain recognition agree-
ment is $50x. UST did not make an election
under paragraph (c)(2)(vi) of this section
with respect to the gain recognition agree-
ment. In year 3, TFC disposes of the TFD
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stock received in the initial transfer in ex-
change for $120x cash.

(ii) Result—(A) Gain recognition without an
election. The disposition by TFC of the TFD
stock in year 3 is a triggering event under
paragraph (j)(1) of this section. As a result,
under paragraph (c)(1)(i) of this section, UST
must recognize and include in income $50x
gain under the gain recognition agreement.
Under paragraph (c)(1)(iii)(A) of this section,
UST must report the $50x gain on an amend-
ed return filed for the taxable year of the ini-
tial transfer. Under paragraph (c)(1)(v) of
this section, UST must pay applicable inter-
est on any additional tax due with respect to
the $50x gain recognized. Under section
1248(a), $30x of the gain recognized by UST
under the gain recognition agreement is re-
characterized as a dividend. Under paragraph
(c)(4) of this section, as of the date of the ini-
tial transfer, the basis of the TFC stock re-
ceived by UST in the initial transfer and the
TFD stock received by TFC in the initial
transfer, respectively, is increased by $50x.
After taking into account the increase to the
basis of the TFD stock, TFC recognizes $20x
gain on the disposition of the TFD stock in
year 3.

(B) Gain recognition with an election. If UST
made an election under paragraph (c)(2)(vi)
of this section with the gain recognition
agreement filed for the initial transfer, the
result would be the same as in paragraph
(ii)(A) of this Example 2, except that UST
must include in income the $50x gain recog-
nized under the gain recognition agreement
on its tax return filed for year 3. Any addi-
tional tax due with respect to the $50x gain
and applicable interest on the additional tax
due must be included with such return. The
amount, if any, of the $560x gain recognized
by UST under the gain recognition agree-
ment that is characterized as a dividend
under section 1248(a) is determined in year 3.

Example 3. Transfer of stock of the transferee
foreign corporation to a domestic corporation in
a section 351 exchange. (i) Facts. UST wholly
owns DC. In year 3, pursuant to a section 351
exchange, UST transfers all of the TFC stock
received in the initial transfer to DC in an
exchange solely for voting stock of DC.

(ii) Result. The year 3 transfer of the TFC
stock by UST to DC constitutes a triggering
event under paragraph (j)(4) of this section.
However, the transfer shall not constitute a
triggering event pursuant to paragraph
(k)(1)(ii) of this section if DC enters into a
new gain recognition agreement with respect
to the initial transfer that designates DC as
the U.S. transferor for purposes of this sec-
tion. Pursuant to paragraphs (c)(4)(i) and (ii)
of this section, if DC is required to recognize
gain under the new gain recognition agree-
ment, the basis of the stock of TFC and TFD
would be increased by the amount of gain
recognized. However, pursuant to paragraph
(c)(4)(iii) of this section, no adjustment
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would be made to the basis of the DC voting
stock received by UST in year 3 as a result
of such gain recognition. Alternatively, if
the conditions for the application of para-
graph (k)(14) of this section are satisfied UST
could instead enter into the new gain rec-
ognition agreement with respect to the ini-
tial transfer.

Example 4. Transfer of stock of the transferee
foreign corporation in a triangular section
368(a)(1)(B) reorganization. (i) Facts. DC whol-
ly owns FA. In year 3, pursuant to a tri-
angular reorganization described in section
368(a)(1)(B), UST transfers all of the TFC
stock received in the initial transfer to FA
in exchange solely for 20% of the outstanding
voting stock of DC. At the time of the reor-
ganization, the TFC stock has a basis in ex-
cess of fair market value.

(ii) Result. (A) The transfer by UST of the
TFC stock to FA is an indirect stock trans-
fer under §1.367(a)-3(d)(1)({ii)(B). Accord-
ingly, to preserve nonrecognition treatment,
UST must enter into a separate gain recogni-
tion agreement under this section with re-
spect to such transfer.

(B) With respect to the gain recognition
agreement filed for the initial transfer of the
TFD stock, the transfer by UST of the TFC
stock to FA is a triggering event under para-
graph (j)(4) of this section. However, the
transfer shall not constitute a triggering
event if the conditions of the exception pro-
vided by paragraph (k)(14) of this section are
satisfied.

(I) The condition of paragraph (k)(14)(i) of
this section is satisfied because the transfer
qualifies as a mnonrecognition transaction
(assuming UST enters into a gain recogni-
tion agreement as described in paragraph
(ii)(A) of this Example 4).

(2) The condition of paragraph (k)(14)(ii) of
this section is satisfied because immediately
after the transfer DC, a domestic corporation
that is eligible to be a U.S. transferor, owns
at least 5% (applying the attribution rules of
section 318, as modified by section 958(b)) of
the total voting power and total fair market
value of the outstanding stock of FA. As a
result, DC is treated as retaining an indirect
interest in the TFD stock immediately fol-
lowing the transfer.

(3) The condition of paragraph (k)(14)(iii) of
this section is satisfied if DC enters into a
new gain recognition agreement with respect
to the initial transfer of the TFD stock that,
based on the principles of paragraph (j) of
this section, describes the subsequent dis-
positions or other events that would con-
stitute triggering events for purposes of the
new gain recognition agreement (other than
the dispositions and other events described
in paragraph (j) of this section). For exam-
ple, a complete or partial disposition of the
stock of FA would constitute a triggering
event for purposes of the new gain recogni-
tion agreement.
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Example 5. Transfer of stock of the transferee
foreign corporation to a domestic corporation
pursuant to an asset reorganization. (i) Facts.
At the time of the initial transfer the TFD
stock has a $50x basis and a $100x fair market
value. Therefore, the amount of gain subject
to the gain recognition agreement is $50x. In
year 3, pursuant to an asset reorganization
described in section 368(a)(1)(A), UST trans-
fers its assets to DC in exchange solely for
20% of the outstanding stock of DC. UST dis-
tributes the stock of DC to USP pursuant to
the plan of reorganization.

(ii) Result. The transfer by UST of the TFC
stock to DC constitutes a triggering event
under paragraph (j)(4) of this section. How-
ever, pursuant to paragraph (k)(6)(i) of this
section, if DC enters into a new gain recogni-
tion agreement with respect to the initial
transfer that designates DC as the U.S.
transferor, the transfer shall not constitute
a triggering event.

Example 6. Transfer of stock of the transferee
foreign corporation to a foreign corporation
pursuant to an asset reorganization. (i) Facts.
The facts are the same as in Example 5, ex-
cept the acquiring corporation in the asset
reorganization is FA, and, at the time of the
asset reorganization, the TFC stock trans-
ferred by UST to FA has a $50x basis and a
$150x fair market value. All of the conditions
under section 367(a)(6) and the regulations
under that section are satisfied, and no ad-
justment is required to the basis of the FA
stock received by USP in the transaction.

(ii) Result. (A) The transfer by UST of the
TFC stock to FA is described in section
361(a) and is therefore subject to section
367(a)(5). In general, UST cannot file a gain
recognition agreement with respect to such
transfer, and the transfer therefore is subject
to the general rule of section 367(a)(1). How-
ever, if the conditions of §1.367(a)-3(e)(1)(1)
through (iv) are satisfied, USP can enter into
a gain recognition agreement with respect to
the transfer to avoid the recognition of gain
by UST on the transfer under section
367(a)(1). If the exception provided by para-
graph (k)(14) of this section applies so that
the transfer by UST of the TFC stock to FA
is not a triggering event with respect to the
gain recognition agreement filed for the ini-
tial transfer (discussed in paragraph (ii)(B)
of this Example 6), the amount of gain sub-
ject to the gain recognition agreement (if en-
tered into) with respect to the transfer by
UST of the TFC stock to FA in the asset re-
organization is $100x.

(B) Under paragraph (j)(4) of this section,
the transfer of the TFC stock by UST to FA
is a triggering event with respect to the gain
recognition agreement for the initial trans-
fer. The exception provided by paragraph
(k)(6)(i) of this section does not apply to such
transfer because FA, the acquiring corpora-
tion in the asset reorganization, is foreign.
However, the transfer shall not constitute a
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triggering event if the conditions of the ex-
ception provided by paragraph (k)(14) of this
section are satisfied.

(I) The condition of paragraph (k)(14)(i) of
this section is satisfied because the transfer
of the TFC stock to FA qualifies as a non-
recognition transaction (assuming USP en-
ters into a gain recognition agreement with
respect to such transfer).

(2) The condition of paragraph (k)(14)(ii) of
this section is satisfied because immediately
after the transfer USP, a domestic corpora-
tion that is eligible to be a U.S. transferor,
owns at least 5% (applying the attribution
rules of section 318, as modified by section
958(b)) of the total voting power and total
fair market value of the outstanding stock of
FA. As a result, USP is treated as retaining
an indirect interest in the TFD stock imme-
diately following the transfer.

(3) The condition of paragraph (k)(14)(iii) of
this section is satisfied if USP enters into a
new gain recognition agreement with respect
to the initial transfer of the TFD stock that,
based on the principles of paragraph (j) of
this section, describes the subsequent dis-
positions or other events that would con-
stitute triggering events for purposes of the
new gain recognition agreement, other than
those already provided in paragraph (j) of
this section. For example, a disposition of
the stock of FA would constitute such a trig-
gering event for purposes of the new gain
recognition agreement.

(iii) Alternate facts. Assume the same facts
as in paragraph (i) of this Example 6, includ-
ing that paragraph (k)(14) of this section ap-
plies to the year 3 reorganization so that
USP enters into a new gain recognition
agreement with respect to the initial trans-
fer of the TFD stock that occurred in year 1
(GRA 1), and that under §1.367(a)-3(e) USP
enters into a separate gain recognition
agreement with respect to the initial trans-
fer of the TFC stock by UST to FA pursuant
to the year 3 asset reorganization (GRA 2).
Assume further that in year 4 TFC disposes
of 10% of the TFD stock pursuant to a trans-
action that constitutes a triggering event
with respect to GRA 1. The disposition of the
TFD stock is not a triggering event with re-
spect to GRA 2 because the TFD stock dis-
posed of does not constitute substantially all
the assets of TFC. Under paragraphs (j)(1)
and (c)(1)(i) of this section, USP must recog-
nize $56x gain (10% of $50x) under GRA 1.
Under paragraph (c)(4)(i) and (ii) of this sec-
tion, as of the date of the initial transfer
(with respect to which GRA 1 was filed), the
basis of the TFC stock and TFD stock, re-
spectively, is increased by $5x. Under para-
graph (c)(1)(i) of this section, the amount of
gain subject to GRA 1 is reduced from $50x to
$46x. Similarly, because the transferred
stock for purposes of GRA 2 is the TFC
stock, the amount of gain subject to GRA 2
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is reduced from $100x to $95x to reflect the
increase to the basis of the TFC stock.

Example 7. Transfer of transferred stock to a
foreign corporation pursuant to an asset reorga-
nization. (i) Facts. UST wholly owns FA. In
year 4, pursuant to a reorganization de-
scribed in section 368(a)(1)(D), TFC transfers
all of the TFD stock to FA in exchange sole-
ly for stock of FA. TFC distributes the FA
stock to UST pursuant to the plan of reorga-
nization.

(ii) Analysis. In general, the year 4 transfer
by TFC of the TFD stock to FA and the ex-
change by UST of the TFC stock for FA
stock constitute triggering events under
paragraphs (j)(1) and (4) of this section, re-
spectively. However, under  paragraph
(k)(6)(ii) of this section, the transfers shall
not constitute triggering events if UST en-
ters into a new gain recognition agreement
with respect to the initial transfer that des-
ignates FA as the transferee foreign corpora-
tion.

Example 8. Transfer of substantially all the
assets of the transferred corporation pursuant
to an asset reorganization. (i) Facts. In year 4,
pursuant to an asset reorganization de-
scribed in section 368(a)(1)(C), TFD transfers
all of its assets to FA in exchange solely for
voting stock of FA. TFD distributes the FA
voting stock to TFC pursuant to the plan of
reorganization.

(ii) Analysis. The year 4 transfer by TFD of
all its assets to FA and the exchange by TFC
of its TFD stock for FA voting stock pursu-
ant to the reorganization constitute trig-
gering events under paragraphs (j)(2) and
(j)(1) of this section, respectively. However,
under paragraph (k)(6)(iii) of this section,
the transfers shall not constitute triggering
events if UST enters into a new gain recogni-
tion agreement with respect to the initial
transfer that designates FA as the trans-
ferred corporation. In addition, under para-
graph (k)(6)(iii) of this section only the as-
sets of TFD acquired by FA in the asset reor-
ganization shall be treated as assets of the
transferred corporation for purposes of the
new gain recognition agreement.

Example 9. Complete liquidation of transferred
corporation into transferee foreign corporation.
(i) Facts. UST does not make an election
under paragraph (c)(2)(vi) of this section in
connection with the gain recognition agree-
ment entered into with respect to the initial
transfer. In year 3, TFD distributes all of its
assets to TFC pursuant to a complete lig-
uidation to which sections 332 and 337 apply.
Under paragraph (k)(8) of this section, UST
enters into a new gain recognition agree-
ment with respect to the initial transfer
such that the liquidation is not a triggering
event. Under paragraph (c)(5)(i) of this sec-
tion, the new gain recognition agreement is
subject to the conditions and requirements
of this section to the same extent as the ex-
isting gain recognition agreement, except
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that the transferred stock is no longer sub-
ject to the gain recognition agreement be-
cause the transferred stock is cancelled by
reason of the liquidation. In year 5 TFC dis-
poses of substantially all of the assets re-
ceived from TFD in the year 3 liquidation.

(ii) Result. The year 5 disposition by TFC of
substantially all of the assets received from
TFD in the year 3 liquidation is a triggering
event under paragraph (j)(2) of this section,
and therefore UST must recognize the gain
subject to the gain recognition agreement.
UST must report the gain recognized on an
amended return for the taxable year during
which the initial transfer occurred. UST
must also pay applicable interest on any ad-
ditional tax due with respect to the gain rec-
ognized. Under paragraph (c)(4)(i) of this sec-
tion, the basis of the TFC stock received by
UST in the initial transfer is increased as of
the date of the initial transfer by the
amount of gain recognized under the gain
recognition agreement. The basis of the as-
sets of TFD, however, is not increased.

Example 10. Transfer of transferred stock to
foreign corporation in section 351 exchange, fol-
lowed by a section 332 liquidation of the foreign
corporation. (i) Facts. In year 3, pursuant to a
section 351 exchange, TFC transfers the TFD
stock to F1, a newly formed corporation, in
exchange solely for voting stock of F1. The
transfer by TFC of the TFD stock to F1 is
not a triggering event because UST complies
with the conditions of paragraph (k)(3) of
this section. In year 5, F1 distributes all of
its assets to TFC in a complete liquidation
to which sections 332 and 337 apply.

(ii) Result. The distribution of the TFD
stock by F1, and the exchange of F1 stock by
TFC pursuant to the year 5 liquidation of F1
constitute triggering events under para-
graphs (j)(1) and (k)(3)(i) of this section, re-
spectively. However, if paragraph (k)(14) of
this section applies, neither the distribution
of the TFD stock by F1, nor the exchange by
TFC of the F1 stock, shall constitute a trig-
gering event.

(A) The condition of paragraph (k)(14)(i) of
this section is satisfied because the distribu-
tion of the TFD stock, and the exchange of
F1 stock, both qualify as nonrecognition
transactions.

(B) The condition of paragraph (k)(14)(ii) of
this section is satisfied because immediately
after the distribution UST, a domestic cor-
poration that is eligible to be a U.S. trans-
feror, owns at least 5% (applying the attribu-
tion rules of section 318, as modified by sec-
tion 958(b)) of the stock of TFC. As a result,
UST is treated as retaining an indirect inter-
est in the TFD stock following the complete
liquidation of F1.

(C) The condition of paragraph (k)(14)(iii)
of this section is satisfied if UST enters into
a new gain recognition agreement. Because
after the complete liquidation of F1, UST
wholly owns TFC, which wholly owns TFD,
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as was the case immediately after the initial
transfer, UST is not required to describe,
with the new gain recognition agreement,
other dispositions or events that would con-
stitute triggering events based on the prin-
ciples of paragraph (j) of this section, other
than the dispositions or events described in
paragraph (j) of this section.

Example 11. Disposition of stock of transferee
foreign corporation pursuant to a divisive reor-
ganization. (i) Facts. In year 3, pursuant to a
divisive reorganization described in section
368(a)(1)(D), UST transfers all of the TFC
stock to DC, a newly-formed corporation, in
exchange solely for stock of DC. UST then
distributes all of the DC stock to USP in a
transaction to which section 355 applies.

(ii) Result. The transfer of the TFC stock
by UST to DC constitutes a triggering event
under paragraph (j)(4) of this section. How-
ever, under paragraph (k)(1)(iii) of this sec-
tion, the transfer of the TFC stock shall not
constitute a triggering event if DC enters
into a new gain recognition agreement that
designates DC as the U.S. transferor for pur-
poses of this section.

(iii) Alternate facts. The facts are the same
as in paragraph (i) of this Example 11, except
that UST transfers only 90% of the TFC
stock to DC. Paragraph (k)(1)(iii) of this sec-
tion applies only with respect to the TFC
stock transferred to DC. Thus, the condi-
tions of paragraph (k)(1)(iii) of this section
are satisfied if DC enters into a new gain rec-
ognition agreement with respect to the TFC
stock received from UST. The amount of
gain subject to the new gain recognition
agreement entered into by DC equals 90% of
the amount of gain subject to the gain rec-
ognition agreement entered into by UST
with respect to the initial transfer. The
amount of gain subject to the gain recogni-
tion agreement entered into by UST with re-
spect to the initial transfer is reduced by the
amount of gain subject to the new gain rec-
ognition agreement entered into by DC. The
gain recognition agreement entered into by
UST with respect to the initial transfer con-
tinues to apply to the remaining TFC stock
held by UST.

Example 12. Disposition of transferred stock
pursuant to a divisive reorganization. (i) Facts.
In year 3, pursuant to a divisive reorganiza-
tion described in section 368(a)(1)(D), TFC
transfers all of the TFD stock to F1, a newly
formed corporation, in exchange solely for
all of the outstanding stock of F1. TFC then
distributes all of the F1 stock to UST in a
transaction to which section 355 applies.

(ii) Result. The transfer by TFC of the TFD
stock to F1 constitutes a triggering event
under paragraph (j)(1) of this section. How-
ever, if paragraph (k)(14) of this section ap-
plies, neither the transfer of the TFD stock
by TFC to F1, nor the distribution of the F1
stock by TFC to UST, shall constitute trig-
gering events.
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(A) The condition of paragraph (k)(14)(i) of
this section is satisfied because the disposi-
tions of the TFD stock and F1 stock qualify
as nonrecognition transactions.

(B) The condition of paragraph (k)(14)(ii) of
this section is satisfied because immediately
after the transfer UST, an eligible U.S.
transferor, owns at least 5% (applying the
attribution rules of section 318, as modified
by section 958(b)) of the total voting power
and the total fair market value of the out-
standing stock of F1. As a result, UST is
treated as retaining an indirect interest in
the TFD stock following the dispositions.

(C) The condition of paragraph (k)(14)(iii)
of this section is satisfied if UST enters into
a new gain recognition agreement with re-
spect to the initial transfer that describes
the subsequent dispositions or other events
that would constitute triggering events
based on the principles of paragraph (j) of
this section, other than those described in
paragraph (j) of this section. For example, a
complete or partial disposition of the F1
stock would constitute a triggering event for
purposes of the new gain recognition agree-
ment (subject to the exceptions provided by
paragraph (k) of this section).

Example 13. Receipt of boot by the transferee
foreign corporation in a subsequent section 351
exchange. (i) Facts. At the time of the initial
transfer, the TFD stock has a $50x basis and
$100x fair market value. The amount of gain
subject to the gain recognition agreement is
$50x. In year 3, TFC and X, an unrelated for-
eign corporation, form F1. TFC transfers the
TFD stock to F1 in exchange for $35x cash
and $656x stock of F1. At the time of the
transfer, the TFD stock has a $50x basis and
$100x fair market value. The F1 stock re-
ceived by TFC represents 25% of the out-
standing stock of F1. Without regard to the
gain recognized under the gain recognition
agreement and any adjustments to basis
under paragraph (c)(4)(ii) of this section,
under section 351(b) TFC would recognize
$35x gain in connection with the transfer of
the TFD stock to F1. UST complies with the
conditions of paragraph (k)(3) of this section,
and therefore the disposition by TFC of the
TFD stock does not constitute a triggering
event.

(ii) Result. Under paragraph (m)(1) of this
section, UST must recognize $35x gain under
the gain recognition agreement as a result of
the year 3 disposition by TFC of the TFD
stock. Thus, the amount of gain subject to
the new gain recognition agreement entered
into by UST pursuant to paragraph (k)(3) of
this section is $156x. Under paragraph (c)(4)(ii)
of this section, as of the date of the initial
transfer, the basis of the TFD stock held by
TFC is increased by $35x, the amount of the
gain recognized by UST under the gain rec-
ognition agreement. Under paragraph
(c)(4)(i) of this section, the basis of the TFC
stock received by UST in the initial transfer
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is also increased by $35x. After taking into
account the increase to the basis of the TFD
stock under paragraph (c)(4)(ii) of this sec-
tion, TFC recognizes $156x gain under section
351(b) in connection with the year 3 transfer
of the TFD stock to F1. Under section 362(a),
the basis of the TFD stock in the hands of F1
is $100x.

Example 14. Complete disposition of trans-
ferred stock pursuant to a section 304(a)(1)
transaction. (i) Facts. UST wholly owns FA.
In year 3, in a transaction to which section
304(a)(1) applies, TFC transfers all of the
TFD stock to FA in exchange for cash. Under
section 304(a)(1), TFC and FA are treated as
if TFC transferred the TFD stock to FA in a
section 3561 exchange in exchange solely for
FA stock, and then FA redeemed the FA
stock deemed issued in exchange for the
cash. Under section 302(d), the redemption of
the FA stock deemed issued by FA to TFC
under section 304(a)(1) is treated as a dis-
tribution to which section 301 applies.

(ii) Result. (A) In general, the deemed con-
tribution by TFC of the TFD stock to FA in
the section 351 exchange is a triggering event
under paragraph (j)(1) of this section. How-
ever, under paragraph (k)(3) of this section
the deemed contribution shall not be a trig-
gering event if UST enters into a new gain
recognition agreement with respect to the
initial transfer in which it agrees to treat as
a triggering event a complete or partial dis-
position of the FA stock deemed received by
TFC.

(B) Under paragraph (n)(1) of this section,
the redemption of the FA stock deemed re-
ceived by TFC in exchange for the TFD stock
shall not constitute a disposition if UST en-
ters into a new gain recognition agreement
with respect to the initial transfer that in-
cludes appropriate provisions to take into
account such redemption. Therefore, under
the new gain recognition agreement UST
must agree to treat as a triggering event a
complete or partial disposition of the stock
of FA. Pursuant to paragraph (d)(2)(ii) of this
section, UST is permitted to enter into a sin-
gle new gain recognition agreement in year
3, but the gain recognition agreement must
provide a complete description of the section
304(a)(1) transaction including the deemed
section 351 exchange and redemption of the
FA stock.

Example 15. Reduction in amount of gain sub-
ject to gain recognition agreement, followed by
triggering event. (i) Facts. In year 3, UST dis-
poses of 60% of the TFC stock received in the
initial transfer in a transaction in which the
conditions of paragraph (0)(1)(ii) of this sec-
tion are satisfied. Thus, the amount of gain
subject to the gain recognition agreement is
reduced by 60%. In year 5, TFC disposes of
50% of the TFD stock in a transaction that
constitutes a triggering event.

(ii) Result. As a result of the year 5 disposi-
tion by TFC of 50% of the TFD stock, under
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paragraphs (j)(1) and (c)(1)(i) of this section,
UST must recognize and include in income
50% of the gain subject to the gain recogni-
tion agreement (because of the year 3 dis-
position of TFC stock, the amount of gain
subject to the gain recognition agreement
equals 40% of the gain realized, but not rec-
ognized, on the initial transfer). UST must
pay applicable interest on any additional tax
due with respect to the gain recognized. The
amount of gain subject to the gain recogni-
tion agreement is reduced by the amount of
gain recognized by UST (the remaining gain
equals 20% of the gain realized, but not rec-
ognized, by UST on the initial transfer).

Example 16. Taxable sale of stock of transferee
foreign corporation and election to reduce stock
basis. (i) Facts. UST wholly owns F1 and
TFD. The F1 stock has a $100x basis and $90x
fair market value, and the TFD stock has a
$0x basis and $100x fair market value. UST
also owns real property with a $10x basis and
$10x fair market value. In year 1, pursuant to
a section 351 exchange, UST transfers the
real property, the TFD stock, and the F1
stock to TFC in exchange solely for 20 shares
of TFC stock. UST enters into a gain rec-
ognition agreement with respect to the
transfer of the TFD stock. The amount of
the gain recognition agreement is $100x. UST
takes the position that the basis of each
share of TFC stock received in the exchange
is $5.5x (a proportionate amount of the $110x
aggregate basis of the transferred property).
In year 3, UST disposes of all its TFC stock
in a transaction in which all gain realized is
recognized and included in taxable income.

(ii) Result. The year 3 disposition of the
TFC stock is a triggering event under para-
graph (j)(4) of this section. The disposition
does not terminate the gain recognition
agreement pursuant to paragraph (0)(1)(i) of
this section because the basis of each share
of TFC stock received in exchange for the
TFD stock in the initial transfer is $5.5x,
which exceeds the $0x basis of the TFD stock
at time of the initial transfer. However,
under paragraph (o0)(1)(iii) of this section, to
satisfy the basis condition of paragraph
(0)(1)(i) of this section, UST can reduce the
basis of the 10 shares of the TFC stock re-
ceived in exchange for the TFD stock to $0x.
If UST reduces the basis of the 10 shares of
TFC stock to $0x, under paragraph (0)(1)(i) of
this section the disposition of the TFC stock
shall not constitute a triggering event but
instead shall terminate the gain recognition
agreement without further effect.

Example 17. Successive section 351 exchanges,
section 301 distributions, and transactions in-
volving partnerships. (i) Facts. UST owns a 40
percent capital and profits interest in a for-
eign partnership (PRS). PRS wholly owns
TFD and other assets with basis equal to fair
market value. The TFD stock has a $50x
basis and $200x fair market value. TFC whol-
ly owns F1. On day 1 of year 1, in a section
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361 exchange, UST transfers its PRS interest
to TFC in exchange solely for stock of TFC
(initial transfer). On that same day, in a sec-
tion 351 exchange, TFC transfers the PRS in-
terest received from UST to F1 in exchange
solely for stock of F1. In year 3, PRS re-
ceives a $150x distribution from TFD to
which section 301 applies. Under section
301(c), $256x of the distribution constitutes a
dividend, $50x is applied against and reduces
the basis of the TFD stock held by PRS, and
the remaining $75x is treated as gain from
the sale or exchange of property. With re-
spect to the TFD stock deemed transferred
by UST in the initial transfer, under section
301(c), $10x (40% of $25x) of the distribution
constitutes a dividend, $20x (40% of $50x) is
applied against and reduces the basis of TFD
stock, and $30x (40% of $756x) is treated as
gain from the sale or exchange of property.
In year 5, pursuant to a distribution to which
section 731 applies, PRS distributes all of the
TFD stock to F1.

(ii) Result. (A) Successive section 351 trans-
fers. Under section 367(a)(4) and §1.367(a)-
1T(c)(3)(ii), the transfer of the PRS interest
by UST to TFC is treated, for purposes of
section 367(a), as a transfer by UST to TFC of
its proportionate share of the TFD stock
held by PRS (the initial transfer). The initial
transfer by UST of the TFD stock to TFC is
subject to the general rule of section
367(a)(1), unless UST enters into a gain rec-
ognition agreement with respect to such
transfer pursuant to §1.367(a)-3(b)(1)(ii) and
this section. Under paragraph (c)(3)(viii) of
this section, the gain recognition agreement
must include a complete description of the
transfer, including a description of the part-
ners of PRS. Even if UST enters into a gain
recognition agreement with respect to the
initial transfer, under paragraph (j)(3) of this
section, the subsequent transfer by TFC of
the PRS interest to F1 is a triggering event
unless UST enters into a new gain recogni-
tion agreement with respect to the initial
transfer under paragraph (k)(14) that pro-
vides that, in addition to the triggering
events provided in paragraph (j) of this sec-
tion, a complete or partial disposition of the
F1 stock received by TFC in exchange for the
PRS interest shall constitute a triggering
event for purposes of the gain recognition
agreement. The new gain recognition agree-
ment must also provide that any other dis-
position that is inconsistent with the prin-
ciples of paragraph (k), including an indirect
disposition of the TFD stock or of substan-
tially all of the assets of TFD, shall con-
stitute a triggering event for purposes of the
new gain recognition agreement. Under para-
graph (d)(2)(ii) of this section, UST is per-
mitted to enter into a single gain recogni-
tion agreement with respect to the initial
transfer and the subsequent transfer by TFC
of the PRS interest, but the agreement must
include a complete description of the initial
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transfer and the subsequent transfer of the
PRS interest.

(B) Section 301 distribution from TFD to PRS.
Under paragraph (b)(1)(iii) of this section,
the section 301 distribution received by PRS
from TFD is not a disposition (and therefore
does not affect the gain recognition agree-
ment) to the extent it is described in section
301(c)(1) or (2). However, under paragraph
(n)(2) of this section, to the extent the dis-
tribution is described in section 301(c)(3),
UST must recognize gain ($30x) under the
gain recognition agreement. For this pur-
pose, the amount of the distribution that is
described in section 301(c)(3) is determined
before taking into account the increase to
the basis of the TFD stock under paragraph
(c)(4)(ii) of this section.

(C) Distribution of TFD stock by PRS to FI.
The year 5 distribution of the TFD stock by
PRS to F1 is a triggering event under para-
graph (j)(1) of this section, unless paragraph
(k)(14) of this section applies.

(I) The condition of paragraph (k)(14)(i) of
this section is satisfied because the distribu-
tion qualifies as a nonrecognition trans-
action.

(2) The condition of paragraph (k)(14)(ii) of
this section is satisfied because immediately
after the distribution UST, a domestic cor-
poration that is eligible to be a U.S. trans-
feror, owns at least 5% (applying the attribu-
tion rules of section 318, as modified by sec-
tion 958(b)) of the total voting power and
total value of the outstanding stock of FI1.
As a result, UST is treated as retaining an
indirect interest in the TFD stock following
the distribution.

(3) The condition of paragraph (k)(14)(iii) of
this section is satisfied if UST enters into a
new gain recognition agreement with respect
to the initial transfer. The new gain recogni-
tion agreement need not describe additional
dispositions or other events that would con-
stitute triggering events because, pursuant
to paragraph (c)(b) of this section, the dis-
positions or other events described in para-
graph (j) of this section or in the existing
gain recognition agreement apply to the new
gain recognition agreement.

Example 18. Complete liquidation of transferee
foreign corporation. (i) Facts. TFD has 10
shares of stock outstanding immediately be-
fore the initial transfer. On the date of the
initial transfer, the TFD stock has a $0x
basis and $90x fair market value. In year 2, in
exchange for 1 share of TFD stock TFC
transfers real estate to TFD with a $10x basis
and $10x fair market value. In year 4, TFC
distributes the 11 shares of TFD stock to
UST in a complete liquidation to which sec-
tions 332 and 337 apply.

(ii) Result. In determining whether the gain
recognition agreement entered into by UST
with respect to the initial transfer is termi-
nated under paragraph (0)(5) of this section,
or triggered under paragraphs (j)(1) and (j)(4)
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of this section, only the 10 shares of TFD
stock transferred by UST in the initial
transfer are considered. Thus, the 1 share of
TFD stock received by TFC in exchange for
the real estate in year 2 is not taken into ac-
count.

Example 19. Spin-off of transferred corpora-
tion. (i) Facts. Before the initial transfer, the
TFD stock has an $80x basis and a $100x fair
market value, and the TFC stock has a $100x
basis and a $100x fair market value. In year
4, TFC distributes all of the TFD stock to
UST in a transaction to which section 355 ap-
plies. At the time of the distribution, the
TFD stock has a $200x fair market value, and
the TFC stock (without regard to the value
of the TFD stock held by TFC) has a $100x
fair market value. At such time, the TFC
stock has a $180x basis. As determined under
section 3568, immediately after the distribu-
tion, the TFC stock has a $60x basis, and the
TFD stock has a $120x basis.

(ii) Result. The distribution of the TFD
stock by TFC in year 4 is a triggering event
under paragraph (j)(1) of this section. The
distribution does not terminate the gain rec-
ognition agreement under paragraph (0)(5) of
this section because after the distribution,
the basis of the TFD stock in the hands of
UST ($120x) is greater than the basis of the
TFD stock at the time of the initial transfer
($80x). However, if UST reduces the basis of
the TFD stock to $80x (as provided under
paragraph (0)(5)(iii) of this section) the gain
recognition agreement will terminate with-
out further effect. If UST does not elect to
reduce the basis of the TFD stock, see para-
graph (k)(14) of this section.

Example 20. Intercompany transaction fol-
lowed by disposition to nonmember. (i) Facts.
At the time of the initial transfer, the TFD
stock has a $50x basis and $100x fair market
value. The amount of the gain recognition
agreement is $50x. In year 3, UST distributes
all of the TFC stock to USP in a transaction
to which section 301 applies. At the time of
the distribution, the TFC stock has a $50x
basis and $90x fair market value. Under sec-
tion 311(b), UST must recognize $40x gain
(the intercompany item) on the distribution,
but because the distribution is an intercom-
pany transaction, under the provisions of
§1.1502-13, the $40x gain is not taken into ac-
count in year 3. In year 4, USP sells all of the
TFC stock to X, an unrelated corporation.
Under the provisions of §1.1502-13, in year 4
UST takes into account the $40x intercom-
pany item as a result of the sale of the TFC
stock to X.

(ii) Result. (A) The year 3 distribution of
the TFC stock by UST to USP does not ter-
minate the gain recognition agreement
under paragraph (0)(1) of this section because
UST does not include the $40x gain in tax-
able income during year 3. Under paragraph
(j)(4) of this section, the year 3 distribution
of the TFC stock by UST to USP is generally
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a triggering event; however, because the dis-
tribution is an intercompany transaction
that creates an intercompany item, the dis-
tribution shall not constitute a triggering
event if the conditions of paragraph (k)(12)(i)
of this section are satisfied.

(1) The condition of paragraph (K)(12)(i)(A)
of this section is satisfied because the aggre-
gate basis of the TFC stock distributed ($50x)
is not greater than the sum of the aggregate
basis of the TFD stock at the time of the ini-
tial transfer ($50x).

(2) The condition of paragraph (k)(12)(i)(B)
of this section is satisfied if the next annual
certification for the existing gain recogni-
tion agreement includes a complete descrip-
tion of the intercompany transaction and an
explanation of how the basis condition of
paragraph (k)(12)(i)(A) of this section is sat-
isfied.

(B) Under paragraph (0)(6) of this section
and the principles of paragraph (0)(1)(i) of
this section, because the year 4 sale of the
TFC stock to X requires UST to take into
account the $40x gain (the intercompany
item) from the year 3 distribution, the year
4 sale terminates the gain recognition agree-
ment. If, alternatively, in year 4 USP had
sold only 30% of the TFC stock, then under
paragraph (0)(6) of this section and the prin-
ciples of paragraph (0)(1)(ii) of this section
the amount of gain subject to the gain rec-
ognition agreement would be reduced by
30%.

(iii) Alternate facts. Intercompany trans-
action followed by sale of transferee foreign cor-
poration to member. Assume the same facts as
in paragraph (i) of this Example 20, except
that, instead of USP selling the TFC stock
to X, in year 4 USP sells the TFC stock to
USS in exchange for $90x cash. UST and USS
are members of the USP consolidated group
immediately after the sale. The results of
the year 3 distribution of the TFC stock by
UST to USP are the same as in paragraph (ii)
of this Example 20. In addition, under para-
graph (k)(12)(ii) of this section, the year 4
sale by USP of the TFC stock to USS is not
a triggering event, provided UST includes a
complete description of the sale with the an-
nual certification filed for the gain recogni-
tion agreement in year 4.

(iv) Alternate facts. Intercompany transaction
followed by complete liquidation of transferee
foreign corporation. Assume the same facts as
in paragraph (i) of this Example 20, except
that, instead of USP selling the TFC stock
to X, in year 4 TFC distributes all of its as-
sets to USP in a complete liquidation to
which sections 332 and 337 apply. The result
is the same as in paragraph (ii) of this Exam-
ple 20 because, under the provisions of
§1.1502-13, in year 4 UST takes into account
the $40x gain (the intercompany item) from
the year 3 distribution.

(v) Alternate facts. Intercompany transaction
followed by triggering event. Assume the same
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facts as in paragraph (i) of this Example 20,
except that instead of USP selling the TFC
stock to X, in year 4 TFC disposes of all of
the TFD stock in a transaction that con-
stitutes a triggering event under paragraph
(i))1) of this section. Under paragraph
(c)(1)(@) of this section UST must recognize
$50x gain under the gain recognition agree-
ment. Under paragraphs (c)(4)(i) and (ii) of
this section, as of the date of the initial
transfer the basis of the TFC stock and TFD
stock, respectively, is increased by $50x.

(vi) Alternate facts. Intercompany transaction
followed by section 351 transfer to member. The
facts are the same as in paragraph (i) of this
Example 20, except that, in year 3, in a sec-
tion 351 exchange UST transfers all of the
TFC stock to USS in exchange for $10x cash
and $80x of stock of USS. USS is a member
of the USP consolidated group immediately
after the exchange. The transfer of the TFC
stock by UST to USS is an intercompany
transaction. Under section 351(b), UST must
generally recognize $10x gain (intercompany
item) in connection with the transfer; how-
ever, under the provisions of §1.1502-13, UST
does not take the $10x gain into account in
year 3. Under paragraph (k)(12) of this sec-
tion, as result of the intercompany trans-
action creating an intercompany item ($10x
gain), the existing gain recognition agree-
ment ($560x gain) must be divided between
UST and USS. UST shall remain subject to a
gain recognition agreement of $10x (equal to
the amount of the intercompany item). The
amount of the gain recognition agreement
entered into by USS under paragraph (k)(1)
of this section is $40x (equal to the amount
of the existing gain recognition agreement,
reduced by the amount of the of the gain rec-
ognition agreement to which UST remains
subject).

Example 21. Transfer of transferred stock to
United States person other than U.S. transferor.
(i) Facts. An individual (A) that is a United
States citizen wholly owns TFD, TFC, and
DC. A transfers the TFD stock to TFC in a
section 351 exchange and enters into a gain
recognition agreement with respect to such
transfer. In year 5, pursuant to an asset reor-
ganization, TFC transfers all of its assets to
DC in exchange solely for DC stock. TFC dis-
tributes the DC stock to A pursuant to the
plan of reorganization.

(ii) Result. The transfer by TFC of the TFD
stock to DC and the exchange by A of the
TFC stock for DC stock pursuant to the
asset reorganization are triggering events
under paragraphs (j)(1) and (j)(4) of this sec-
tion, respectively. The gain recognition
agreement does not terminate under para-
graph (0)(5) of this section because DC is nei-
ther the U.S. transferor, nor an individual
that is a United States person, nor a member
of the same consolidated group of which the
U.S. transferor is a member. However, if
paragraph (k)(14) of this section applies the
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exchanges shall not constitute triggering
events.

(A) The condition of paragraph (k)(14)(i) of
this section is satisfied because the transfer
of the TFD stock to DC qualifies as a non-
recognition transaction.

(B) The condition of paragraph (k)(14)(ii) of
this section is satisfied because immediately
after the transfer DC, a domestic corporation
that is eligible to be a U.S. transferor, re-
tains a direct interest in the TFD stock fol-
lowing the transfer.

(C) The condition of paragraph (k)(14)(iii)
of this section is satisfied if DC enters into
a new gain recognition agreement with re-
spect to the initial transfer. Under para-
graph (k)(14)(iii)(B) of this section, DC is not
required to describe any subsequent disposi-
tions or other events that (based on the prin-
ciples of paragraph (j) of this section) would
constitute triggering events for purposes of
the new gain recognition agreement, other
than the dispositions or other events de-
scribed in paragraph (j) of this section, be-
cause DC holds a direct interest in TFD after
the asset reorganization.

Example 22. Transfer of transferred stock to
consolidated group member. (i) Facts. UST
wholly owns DC, a member of the USP con-
solidated group that includes UST. In year 5,
pursuant to an asset reorganization de-
scribed in section 368(a)(1)(A) TFC merges
with and into DC. Immediately after the
asset reorganization, DC wholly owns TFD,
and the basis of the TFD stock is not greater
than the aggregate basis of such stock at the
time of the initial transfer.

(ii) Result. The gain recognition agreement
filed by UST with respect to the initial
transfer terminates without further effect if
the conditions of paragraph (0)(5) of this sec-
tion are satisfied.

(A) The condition of paragraph (0)(5)(i) of
this section is satisfied because the transfer
of the TFD stock is a section 361 exchange.

(B) The condition of paragraph (0)(5)(ii) of
this section is satisfied because DC is a mem-
ber of the consolidated group that includes
UST immediately after the section 361 ex-
change.

(C) The condition of paragraph (0)(5)(iii) of
this section is satisfied because the aggre-
gate basis of the TFD stock immediately
after the section 361 exchange is not greater
than the aggregate basis of the TFD stock at
the time of the initial transfer (as adjusted
for any gain recognized by UST on such
transfer). If the basis condition of paragraph
(0)(b)(iii) were not satisfied, under paragraph
(0)(5)(iii) of this section, DC could reduce the
basis of the TFD stock received in the reor-
ganization. Alternatively, a new gain rec-
ognition agreement could be entered into if
paragraph (k)(14) of this section applied to
the disposition of the TFD stock pursuant to
the section 361 exchange.
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(iii) Alternate facts. The facts are the same
as in paragraph (i) of this Example 22, except
that instead of TFC merging into DC, TFC
merges into TFD in a reorganization de-
scribed in section 368(a)(1)(A). The gain rec-
ognition agreement terminates without fur-
ther effect if the conditions of paragraph
(0)(5) of this section are satisfied.

(A) The condition of paragraph (0)(5)(1) of
this section is satisfied because the TFD
stock issued by TFD to TFC in the reorga-
nization, which is treated as transferred
stock under paragraph (b)(2)(iii) of this sec-
tion, is distributed by TFC to UST pursuant
to section 361(c).

(B) The condition of paragraph (0)(5)(ii) of
this section is satisfied because UST is the
U.S. transferor.

(C) The condition of paragraph (0)(5)(iii) of
this section is satisfied if the aggregate basis
of the TFD stock received by UST from TFC
is not greater than the aggregate basis of the
TFD stock at the time of the initial transfer
(as adjusted for any gain recognized by UST
on such transfer). If the basis condition of
paragraph (0)(5)(iii) were not satisfied, under
paragraph (0)(5)(iii) of this section, UST
could reduce the basis of the TFD stock re-
ceived in the reorganization.

Example 23. Split-off of transferred stock. (i)
Facts. X, a domestic corporation that is un-
related to USP and UST, wholly owns TFC.
Pursuant to a reorganization described in
section 368(a)(1)(B), UST transfers all of the
TFD stock to TFC in exchange for 50% of the
outstanding voting stock of TFC. UST enters
into a gain recognition agreement with re-
spect to such transfer. In year 4, in a split-
off transaction to which section 355 applies,
TFC distributes all of the TFD stock to X in
exchange for all the TFC stock held by X.

(ii) Result. Under paragraph (j)(1) of this
section, the year 4 distribution of the TFD
stock to X constitutes a triggering event.
However, the distribution shall not con-
stitute a triggering event if paragraph (k)(14)
of this section applies. The gain recognition
agreement does not terminate under para-
graph (0)(b) of this section because X is not
a recipient described in paragraph (0)(5)(ii) of
this section.

(A) The condition of paragraph (k)(14)(i) of
this section is satisfied because the distribu-
tion of the TFD stock qualifies as a non-
recognition transaction.

(B) The condition of paragraph (k)(14)(ii) of
this section is satisfied because immediately
after the distribution X, a domestic corpora-
tion that is eligible to be a U.S. transferor,
retains a direct interest in the TFD stock.

(C) The condition of paragraph (k)(14)(iii)
of this section is satisfied if X enters into a
new gain recognition agreement with respect
to the initial transfer. Under paragraph
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(k)(14)(iii)(B) of this section, X is not re-
quired to describe, with the new gain rec-
ognition agreement, any subsequent disposi-
tions or other events that (based on the prin-
ciples of paragraph (j) of this section) would
constitute triggering events, other than the
dispositions described in paragraph (j) of this
section, because X directly owns TFD after
the distribution.

(D) If X were a United States citizen, the
gain recognition agreement would terminate
if the condition of paragraph (0)(5)(iii) of this
section were satisfied. Alternatively, the
gain recognition agreement would continue
for its remaining term if the conditions for
the application of paragraph (k)(14) of this
section were satisfied.

(iii) Alternate facts. Distribution to unrelated
foreign corporation. The facts are the same as
in paragraph (i) of this Example 23, except
that X is a foreign corporation wholly owned
by DC. DC is unrelated to UST. The results
are the same as in paragraph (ii) of this Ex-
ample 23, except as follows.

(A) The condition of paragraph (k)(14)(ii) of
this section is satisfied because immediately
after the distribution DC, a domestic cor-
poration that is eligible to be a U.S. trans-
feror, owns at least 5% (applying the attribu-
tion rules of section 318, as modified by sec-
tion 958(b)) of the total voting power and
total value of the outstanding stock of X. As
a result, DC is treated as retaining an indi-
rect interest in the TFD stock immediately
following the distribution.

(B) The condition of paragraph (k)(14)(iii)
of this section is satisfied if DC enters into
a new gain recognition agreement with re-
spect to the initial transfer. Under para-
graph (k)(14)(iii)(B) of this section, DC must,
in addition to the dispositions described in
paragraph (j) of this section, include as a
triggering event a complete or partial dis-
position of the stock of X.

(iv) Alternate facts. Distribution to mnon-
resident alien individual. The facts are the
same as in paragraph (i) of this Example 23,
except that X is a nonresident alien indi-
vidual. Paragraph (k)(14) of this section does
not apply to the distribution because the
conditions of paragraph (k)(14)(ii) and (iii) of
this section cannot be satisfied. Therefore,
the distribution is a triggering event, and
UST will recognize gain under the gain rec-
ognition agreement as required under para-
graphs (¢)(1)(i) and (v) of this section. The re-
sult would be the same if X were a foreign
corporation and, immediately after the dis-
tribution, no United States person owned at
least 5% (applying the attribution rules of
section 318, as modified by section 958(b)) of
the total voting power and value of the out-
standing stock of X.

Example 24. Applicability of this section to
gain recognition agreements filed before March
13, 2009. (i) Facts. The facts are the same as
in paragraph (i) of Example 6, except that the
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initial transfer occurred on March 7, 2007,
and the asset reorganization occurred on
July 1, 2008.

(ii) Result. Under paragraph (r)(1)(ii) of this
section, the rules of §1.367(a)-8T (see 26 CFR
part 1, revised April 1, 2007) apply to the
transfers pursuant to the asset reorganiza-
tion because the initial transfer occurred on
March 7, 2007. As a result of the disposition
of the TFC stock pursuant to the asset reor-
ganization, under §1.367(a)-8T(d), USP is re-
quired to recognize the gain subject to the
gain recognition agreement and pay applica-
ble interest on any additional tax due with
respect to such gain. Because the acquiring
corporation in the asset reorganization is
foreign, an exception under §1.367(a)-8T(e) is
not available for the exchange of TFC stock
by USP. However, pursuant to paragraph
(r)(2)(1) of this section, because the exception
provided by paragraph (k)(14) of this section
is not included in §1.367(a)-8T, USP may
apply paragraph (k)(14) of this section to
such exchange (provided the conditions of
paragraph (k)(14) of this section are satis-
fied), if the statute of limitations on assess-
ments of tax for the 2007 tax year has not
closed. If USP applies paragraph (k)(14) of
this section to its exchange of the TFC stock
pursuant to the asset reorganization, under
paragraph (r)(2)(ii) of this section USP must
include the new gain recognition agreement
required under paragraph (k)(14)(iii) of this
section with an amended Federal income tax
return for its 2008 tax year that is filed Au-
gust 10, 2009.

Example 25. Applicability of this section to
gain recognition agreements filed before March
13, 2009. (i) Facts. The initial transfer occurs
in 2004. In 2005, pursuant to a section 351 ex-
change, TFC transfers the TFD stock to F1
in exchange solely for F1 voting stock. UST
does not file a new gain recognition agree-
ment under §1.367(a)-8(2)(2) with respect to
the exchange.

(ii) Result. Under paragraph (r)(1)(ii) of this
section, the rules of §1.367(a)-8 (see 26 CFR
part 1, revised April 1, 2006) apply to the year
2005 disposition of the TFD stock because
UST filed the gain recognition agreement
after July 20, 1998, but before March 7, 2007.
Under §1.367(a)-8(e) (see 26 CFR part 1, re-
vised April 1, 2006), as a result of the disposi-
tion of the TFD stock by TFC, UST must
recognize the amount of gain subject to the
gain recognition agreement. Paragraph
(r)(2)(i) of this section does not apply be-
cause the rule provided by paragraph (k)(3)
of this section was included in §1.367(a)-
8(2)(2) (see 26 CFR part 1, revised April 1,
2006). However, UST may request relief for
reasonable cause under §1.367(a)-8(c)(2) (see
26 CFR part 1, revised April 1, 2006) to file a
new gain recognition agreement with respect
to the disposition of the TFD stock by TFC
in 2005.
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(r) Effective/applicability date—(1) Gen-
eral rule—(@i) Transfers occurring on or
after March 13, 2009; relief for certain
failures that are not willful. The rules of
this section apply to gain recognition
agreements filed with respect to trans-
fers of stock or securities occurring on
or after March 13, 2009. However, the
rules of this section do not apply to
gain recognition agreements filed with
respect to any such transfer occurring
on or after March 13, 2009, if such trans-
fer was entered into pursuant to a writ-
ten agreement that was (subject to cus-
tomary conditions) binding before Feb-
ruary 11, 2009, and at all times there-
after. Solely for purposes of this para-
graph (r), a transfer described in the
preceding sentence shall be deemed to
be a transfer occurring before March
13, 2009 to which the rules of §1.367(a)-
8 (see 26 CFR part 1, revised April 1,
2006) apply. See paragraph (r)(2)(iii) of
this section for the ability to apply the
rules of this section with respect to
gain recognition agreements filed for
taxable years ending before March 13,
2009. The eleventh sentence of para-
graph (a) and paragraphs (b)(1)@{iv),
O)W)(vi), (b)(D)(xiii), (A1), ()(8), and
(p) of this section will apply to gain
recognition agreement documents that
are required to be filed on or after No-
vember 19, 2014, as well as to requests
for relief submitted on or after Novem-
ber 19, 2014.

(ii) Transfers occurring before March
13, 2009. For matters covered in this
section for periods before March 13,
2009 but on or after March 7, 2007, the
corresponding rules of §1.367(a)-8T (see
26 CFR part 1, revised April 1, 2007)
apply. For matters covered in this sec-
tion for periods before March 7, 2007
but on or after July 20, 1998, the cor-
responding rules of §1.367(a)-8 (see 26
CFR part 1, revised April 1, 2006) apply.
For matters covered in this section for
periods before July 20, 1998, the cor-
responding rules of §1.367(a)-3T(g) (see
26 CFR part 1, revised April 1, 1998) and
Notice 87-85 (19872 CB 395) apply. In
addition, if a U.S. transferor entered
into a gain recognition agreement for
transfers before July 20, 1998, then the
rules of §1.367(a)-3T(g) (see 26 CFR part
1, revised April 1, 1998) continue to
apply in lieu of this section in the
event of any direct or indirect non-
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recognition transfer of the same prop-
erty. See also, §1.367(a)-3(h).

(2) Applicability to transfers occurring
before March 13, 2009 March 13, 2009—(i)
General rule. Taxpayers may apply the
rules of this regulation §1.367(a)-8 that
were not included in §1.367(a)-8T (see 26
CFR part 1, revised April 1, 2007), to
gain recognition agreements filed with
respect to transfers of stock or securi-
ties for all open taxable years, if done
consistently to all transfers. A U.S.
transferor subject to section 877 and
§1.367(a)-8T(d)(6) shall not apply the
rules of this regulation to reach a con-
trary result. A taxpayer that failed to
file a gain recognition agreement for a
transfer, or to comply materially with
any requirement of this section with
respect to an existing gain recognition
agreement, must obtain relief for rea-
sonable cause for such failure under
§1.367(a)-8T(e)(10) before applying the
rules of this regulation §1.367(a)-8 that
were not included in §1.367(a)-8T as
permitted by this paragraph (r)(2). See
paragraph (q)(2) of this section, Exam-
ples 24 and 25 for illustrations of the
rule provided by this paragraph
@®@)(1).

(ii) Tazxable years ending before March
13, 2009. Notwithstanding the require-
ments of §1.367(a)-8(d), any gain rec-
ognition agreement or other filing re-
quired by reason of electing to apply
the rules of this regulation §1.367(a)-8
that were not included in §1.367(a)-8T,
as permitted by this paragraph (r)(2),
for a taxable year ending before March
13, 2009 shall be considered filed in ac-
cordance with the requirements of
§1.367(a)-8(d), provided the gain rec-
ognition agreement or other filing is
attached to an original or amended re-
turn for such taxable year. An amended
return required to be filed by reason of
electing to apply the rules of this regu-
lation §1.367(a)-8 that were not in-
cluded in §1.367(a)-8T, as permitted by
this paragraph (r)(2), must be filed on
or before August 10, 2009. A taxpayer
that wishes to apply the rules of this
regulation §1.367(a)-8 that were not in-
cluded in §1.367(a)-8T, as permitted by
this paragraph (r)(2), but that fails to
meet the filing requirement described
in the preceding sentence must request
relief for reasonable cause under para-
graph (p) of this section.

431



§1.367(a)-97

(iii) Taxable years ending after effective
date. A taxpayer that entered into a
gain recognition agreement to which
§1.367(a)-8T (see 26 CFR part 1, revised
April 1, 2007) applies may apply the
rules of this section in a tax year end-
ing on or after March 13, 2009 by at-
taching the agreement, certification,
or other information related to such
gain recognition agreement that the
rules of this section require in accord-
ance with the rules of this section and
with the time and manner rules pro-
vided in §1.367(a)-8(d).

(3) Applicability to requests for relief
submitted before November 19, 2014. The
eleventh sentence of paragraph (a) and
paragraphs (M) (D)(iv), ()A)(vi),
()(D)(xiii), (A1), (j)(8), and (p) of this
section will apply to requests for relief
submitted before November 19, 2014 if—

(i) The statute of limitations on the
assessment of tax has not expired for
any year to which the request relates;
and

(ii) The U.S. transferor resubmits the
request under paragraph (p) of this sec-
tion, notes on the request that the re-
quest is being submitted pursuant to
this paragraph (r)(3), and acknowledges
on the request that the last sentence of
§1.6038B-1(g)(6) provides a special rule
regarding the application of §1.6038B-1
to any transfer that is the subject of
the request.

[T.D. 9446, 74 FR 6960, Feb. 11, 2009; 74 FR
10175, Mar. 10, 2009, as amended at T.D. 9446,
74 FR 13340, Mar. 27, 2009; T.D. 9614, 78 FR
17039, Mar. 19, 2013; T.D. 9704, 79 FR 68768,
Nov. 19, 2014; 80 FR 167, Jan. 5, 2015; T.D. 9760,
81 FR 15169, Mar. 22, 20116]

§1.367(a)-9T Treatment of deemed sec-
tion 351 exchanges pursuant to sec-
tion 304(a)(1) (temporary).

(a) Scope and general rule. This sec-
tion applies to the extent that, pursu-
ant to section 304(a)(1), a United States
person is treated as transferring stock
of a domestic or foreign corporation to
a foreign corporation (foreign acquir-
ing corporation) in exchange for stock
of the foreign acquiring corporation in
a transaction to which section 351(a)
applies (deemed section 351 exchange).
Except to the extent provided in para-
graph (b) of this section, a transfer of
stock by a United States person to a
foreign acquiring corporation in a
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deemed section 351 exchange is not sub-
ject to section 367(a)(1).

(b) Special rule. Notwithstanding
paragraph (a) of this section, if the dis-
tribution received by the United States
person in redemption of the stock of
the foreign acquiring corporation
deemed issued in the deemed section
351 exchange is applied against and re-
duces (in whole or in part), pursuant to
section 301(c)(2), the basis of stock of
the foreign acquiring corporation held
by the United States person other than
the stock deemed issued in the deemed
section 3561 exchange, the United States
person shall recognize gain pursuant to
this paragraph (b). The exceptions de-
scribed in §1.367(a)-3(b)(1) and (c)(1)
shall not apply to a transfer of stock
described in paragraph (a) of this sec-
tion. The amount of gain recognized by
a United States person pursuant to this
paragraph (b) shall equal the amount,
if any, by which—

(1) The gain realized by the United
States person with respect to the
transferred stock in connection with
the deemed section 351 exchange ex-
ceeds;

(2) The amount of the distribution re-
ceived by the United States person in
redemption of the stock of the foreign
acquiring corporation deemed issued in
the deemed section 351 exchange that is
treated as a dividend under section
301(c)(1) and included in gross income
by the United States person.

(c) Ordering rule. For purposes of
paragraph (b)(1) of this section, the
amount of gain realized by the United
States person in connection with the
deemed section 351 exchange shall be
determined without regard to the
amount of gain recognized by the
United States person under paragraph
(b) of this section.

(d) Allocation of recognized gain. Gain
recognized by a United States person
pursuant to paragraph (b) of this sec-
tion shall be treated as recognized with
respect to the stock transferred in the
deemed section 351 exchange in propor-
tion to the amount of gain realized by
the United States person with respect
to such stock. See §1.367(a)-1T(b)(4) for
additional rules on the character,
source, and adjustments relating to
gain recognized under section 367(a).
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(e) Example. The following example
illustrates the rules of this section:

Example. (i) Facts. (A) USP, a domestic cor-
poration, wholly owns FC1 and FC2, each a
foreign corporation. USP, FC1 and FC2 use a
calendar taxable year. The FC1 stock has a
$40x basis and $100x fair market value. The
FC2 stock has a $100x basis and $100x fair
market value. As of December 31, year 1, FC1
has zero earnings and profits, and FC2 has
$20x earnings and profits. On December 31,
year 1, in a transaction described in section
304(a)(1), USP sells the FC1 stock to FC2 for
$100x cash.

(B) Because USP wholly owns FC1 before
the transactions and is treated, under sec-
tion 318, as indirectly owning 100% of the
FC1 stock after the transfer, under section
304(a)(1), USP and FC2 are treated in the
same manner as if USP contributed the FC1
stock to FC2 in a deemed section 351 ex-
change in exchange solely for $100x of FC2
stock, and then FC2 redeemed for $100x cash
its stock deemed issued to USP. Because
USP wholly owns FC1 before the sale and is
treated as owning 100% of FC1 after the sale,
section 302(a) does not apply to the redemp-
tion. Instead, under section 302(d), the re-
demption is treated as a distribution to
which section 301 applies. Pursuant to sec-
tion 304(b)(2), $20x of the distribution is
treated as a dividend from FC2. With respect
to the remaining $80x, USP takes the posi-
tion that $40x is applied against and reduces
the basis of the FC2 stock issued in the
deemed section 351 exchange, and $40x is ap-
plied against and reduces the basis of the
FC2 stock held by USP prior to (and after)
the transaction.

(ii) Analysis. Under paragraph (b) of this
section, USP must recognize gain of $40x on
its transfer of the FC1 stock to FC2 in the
deemed section 351 exchange (the amount by
which the $60x gain realized by USP on the
deemed section 351 exchange with respect to
the F1 stock exceeds the $20x dividend inclu-
sion). Pursuant to paragraph (b) of this sec-
tion, the exception under §1.367(a)-3(b) is not
available to the transfer of the FC1 stock by
USP to FC2 in the deemed section 351 ex-
change. Thus, USP cannot avoid gain rec-
ognition under paragraph (b) of this section
by entering into a gain recognition agree-
ment with respect to its transfer of the FC1
stock to FC2 in the deemed section 351 ex-
change. Under paragraph (d) of this section,
the $40x gain recognized is allocated among
the shares of FC1 stock transferred to FC2 in
the deemed section 351 exchange in propor-
tion to the gain realized by USP on the
transfer of such shares. Under paragraph (c)
of this section, the application of paragraph
(b) of this section is determined prior to tak-
ing into account the $40x increase to the
basis of the FC1 stock transferred by USP.
Under section 362, the basis of the FC1 stock
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in the hands of FC2 is increased by $40x, the
amount of gain recognized by the USP on the
transfer of the FC1 stock under paragraph (b)
of this section. Under section 358, the basis
of the FC2 stock received by USP in the
deemed section 351 exchange is similarly in-
creased by $40x. See §1.367(a)-1T(b)(4). The
$40x increase to the basis of the FC2 stock is
taken into account before determining the
consequences of the redemption of such
stock under section 304(a)(1).

(f) Effective/applicability date. This
section applies to transfers occurring
on or after February 10, 2009. See
§1.367(a)-3(a), as contained in 26 CFR
part 1 revised as of April 1, 2008, for
transfers occurring on or after Feb-
ruary 21, 2006, and before February 10,
2009.

(g) Ezxpiration date. This section ex-
pires on or before February 10, 2012.

[T.D. 9444, 74 FR 6826, Feb. 11, 2009; 74 FR
10175, Mar. 10, 2009]
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[T.D. 8862, 66 FR 3596, Jan. 24, 2000; 65 FR
66501, Nov. 6, 2000, as amended by T.D. 8937, 66
FR 2257, Jan. 11, 2001; T.D. 9273, 71 FR 44984,
Aug. 8, 2006; T.D. 9526, 76 FR 28893, May 19,
2011; T.D. 9614, 78 FR 17039, Mar. 19, 2013]

EDITORIAL NOTE: At 76 FR 28893, May 19,
2011 §1.376(b)-0 was amended by redesig-
nating the entries for (d)(3)(iii)(A) and (B) as
entries for (d)(3)(ii)(A) and (B); however, the
amendment could not be incorporated due to
inaccurate amendatory instruction.

§1.367(b)-1 Other transfers.

(a) Scope. The regulations promul-
gated under section 367(b) (the section
367(b) regulations) set forth rules re-
garding the proper inclusions and ad-
justments that must be made as a re-
sult of an exchange described in section
367(b) (a section 367(b) exchange). A
section 367(b) exchange is any exchange
described in section 332, 351, 354, 355, 356
or 361, with respect to which the status
of a foreign corporation as a corpora-
tion is relevant for determining the ex-
tent to which income shall be recog-
nized or for determining the effect of
the transaction on earnings and prof-
its, basis of stock or securities, basis of
assets, or other relevant tax attributes.
For rules coordinating the concurrent
application of sections 367(a) and (b),
see §1.367(a)-3(b)(2).
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(b) General rules—(1) Rules. The fol-
lowing general rules apply under the
section 367(b) regulations—

(i) A foreign corporation in a section
367(b) exchange is considered to be a
corporation and, as a result, all of the
related provisions (e.g., section 381)
shall apply, except to the extent pro-
vided in the section 367(b) regulations;
and

(ii) Nothing in the section 367(b) reg-
ulations shall permit—

(A) The nonrecognition of income
that would otherwise be required to be
recognized under another provision of
the Internal Revenue Code or the regu-
lations thereunder; or

(B) The recognition of a loss or de-
duction that would otherwise not be
recognized under another provision of
the Internal Revenue Code or the regu-
lations thereunder.

(2) Example. The following example il-
lustrates the rules of this paragraph
(b):

Example. (i) Facts. DC, a domestic corpora-
tion, owns 90 percent of P, a partnership. The
remaining 10 percent of P is owned by a per-
son unrelated to DC. P owns all of the out-
standing stock of FC, a controlled foreign
corporation. FC liquidates into P.

(ii) Result. FC’s liquidation is not a trans-
action described in section 332. Nothing in
the section 367(b) regulations, including
§1.367(b)-2(k), permits FC’s liquidation to
qualify as a liquidation described in section
332.

(c) Notice Required—(1) In general. A
notice under this paragraph (c) (section
367(b) notice) must be filed with regard
to any person described in paragraph
(c)(2) of this section. A section 367(b)
notice must be filed in the time and
manner described in paragraph (c)(3) of
this section and must include the infor-
mation described in paragraph (c)(4) of
this section.

(2) Persons subject to section 367(b) no-
tice. The following persons are de-
scribed in this paragraph (¢)(2)—

(i) A shareholder described in
§1.367(b)-3(b)(1) that realizes income in
a transaction described in §1.367(b)-
3(a);

(ii) A shareholder that makes the
election described in §1.367(b)-3(c)(3);

(iii) A shareholder described in
§1.367(b)-4(b)(1)(A)(A)(I) or (2) that real-
izes income in a transaction described
in §1.367(b)-4(a);
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(iv) A shareholder that realizes in-
come in a transaction described in
§1.367(b)-5(c) or 1.367(b)-5(d) and that is
either—

(A) A section 1248 shareholder of the
distributing or controlled corporation;
or

(B) A foreign corporation with one or
more shareholders that are described in
paragraph (c¢)(2)(iv)(A) of this section;
and

(v) A foreign surviving corporation
described in §1.367(b)-7(a).

(3) Time and manner for filing notice—
(i) United States persons described in
$§1.367(b)-1(c)(2). A United States person
described in paragraph (c)(2) of this
section must file a section 367(b) notice
attached to a timely filed Federal tax
return (including extensions) for the
person’s taxable year in which income
is realized in the section 367(b) ex-
change. In the case of a shareholder
that makes the election described in
§1.367(b)-3(c)(3), notification of such
election must be sent to the foreign ac-
quired corporation (or its successor in
interest) on or before the date the sec-
tion 367(b) notice is filed, so that ap-
propriate corresponding adjustments
can be made in accordance with the
rules of §1.367(b)-2(e).

(ii) Foreign corporations described in
$1.367(b)-1(c)(2). Each TUnited States
person listed in this paragraph (c)(3)(ii)
must file a section 367(b) notice with
regard to a foreign corporation de-
scribed in paragraph (c)(2) of this sec-
tion. Such notice must be attached to
a timely filed Federal tax return (in-
cluding extensions) for the United
States person’s taxable year in which
income is realized in the section 367(b)
exchange and, if the United States per-
son is required to file a Form 5471 (In-
formation Return of U.S. Persons With
Respect to Certain Foreign Corpora-
tions), the section 367(b) notice must be
attached to the Form 5471. The fol-
lowing persons are listed in this para-
graph (¢)(3)(ii)—

(A) United States shareholders (as
defined in §1.367(b)-3(b)(2)) of foreign
corporations described in paragraph
(¢)(2)(i) or (v) of this section; and

(B) Section 1248 shareholders of for-
eign corporations described in para-
graph (¢)(2)(iii) or (iv) of this section.
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(4) Information required. Except as
provided in paragraph (c)(5) of this sec-
tion, a section 367(b) notice shall in-
clude the following information—

(i) A statement that the exchange is
a section 367(b) exchange;

(ii) A complete description of the ex-
change;

(iii) A description of any stock, secu-
rities or other consideration trans-
ferred or received in the exchange;

(iv) A statement that describes any
amount (or amounts) required, under
the section 367(b) regulations, to be
taken into account as income or loss or
as an adjustment (including an adjust-
ment under §1.367(b)-7 or 1.367(b)-9) to
basis, earnings and profits, or other tax
attributes as a result of the exchange;

(v) Any information that is or would
be required to be furnished with a Fed-
eral income tax return pursuant to reg-
ulations under section 332, 351, 354, 355,
366, 361, 368, or 381 (whether or not a
Federal income tax return is required
to be filed), if such information has not
otherwise been provided by the person
filing the section 367(b) notice;

(vi) Any information required to be
furnished with respect to the exchange
under sections 6038, 6038A, 6038B, 6038C
or 6046, or the regulations under those
sections, if such information has not
otherwise been provided by the person
filing the section 367(b) notice; and

(vii) If applicable, a statement that
the shareholder is making the election
described in §1.367(b)-3(c)(3). This
statement must include—

(A) A copy of the information the
shareholder received from the foreign
acquired corporation (or its successor
in interest) establishing and substan-
tiating the shareholder’s all earnings
and profits amount with respect to the
shareholder’s stock in the foreign ac-
quired corporation; and

(B) A representation that the share-
holder has notified the foreign acquired
corporation (or its successor in inter-
est) that the shareholder is making the
election described in §1.367(b)-3(c)(3).

(5) Abbreviated mnotice provision for
shareholders that make the election de-
scribed in §1.367(b)-3(c)(3). In the case of
a foreign acquired corporation that has
never had earnings and profits that
would result in any shareholder having
an all earnings and profits amount, a
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shareholder making the election de-
scribed in §1.367(b)-3(c)(3) may satisfy
the information requirements of para-
graph (c)(4) of this section by filing a
section 367(b) notice that includes—

(i) A statement from the foreign ac-
quired corporation (or its successor in
interest) that the foreign acquired cor-
poration has never had any earnings
and profits that would result in any
shareholder having an all earnings and
profits amount; and

(ii) The information described in
paragraphs (c¢)(4) (i) through (iii) of this
section.

(6) Supplemental published guidance.
The section 367(b) notice requirements
may be updated or amended by revenue
procedure or other published guidance.

[T.D. 8862, 65 FR 3597, Jan. 24, 2000; 65 FR
66501, Nov. 6, 2000, as amended by T.D. 9243, 71
FR 4288, Jan. 26, 2006; T.D. 9273, 71 FR 44894,
Aug. 8, 2006]

§1.367(b)-2 Definitions
rules.

(a) Controlled foreign corporation. The
term controlled foreign corporation
means a controlled foreign corporation
as defined in section 957 (taking into
account section 953(c)).

(b) Section 1248 shareholder. The term
section 1248 shareholder means any
United States person that satisfies the
ownership requirements of section 1248
(a)(2) or (c)(2) with respect to a foreign
corporation.

(c) Section 1248 amount—(1) Rule. The
term section 1248 amount with respect
to stock in a foreign corporation means
the net positive earnings and profits (if
any) that would have been attributable
to such stock and includible in income
as a dividend under section 1248 and the
regulations thereunder if the stock
were sold by the shareholder. In the
case of a transaction in which the
shareholder is a foreign corporation
(foreign shareholder), the following ad-
ditional rules shall apply—

(i) The foreign shareholder shall be
deemed to be a United States person
for purposes of this paragraph (c), ex-
cept that the foreign shareholder shall
not be considered a United States per-
son for purposes of determining wheth-
er the stock owned by the foreign
shareholder is stock of a controlled for-
eign corporation; and

and special
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(ii) The foreign shareholder’s holding
period in the stock of the foreign cor-
poration shall be determined by ref-
erence to the period that the foreign
shareholder’s section 1248 shareholders
held (directly or indirectly) an interest
in the foreign corporation. This para-
graph (c)(1)(ii) applies in addition to
the section 1248 regulations’ incorpora-
tion of section 1223 holding periods. See
§1.1248-8.

(2) Examples. The following examples
illustrate the rules of this paragraph
(c):

Example 1. (i) Facts. DC, a domestic cor-
poration, owns all of the outstanding stock
of FC1l, a controlled foreign corporation
(CFC). FC1 owns all of the outstanding stock
of FC2, a CFC. DC has always owned all of
the stock of FC1, and FC1 has always owned
all of the stock of FC2.

(ii) Result. Under this paragraph (c), DC’s
section 1248 amount with respect to its FC1
stock is computed by reference to all of
FCl’s and FC2’s earnings and profits. See
section 1248(c)(2). Because FC1l’s section 1248
shareholder (DC) always indirectly held all
of the stock of FC2, FCl’'s section 1248
amount with respect to its FC2 stock is com-
puted by reference to all of FC2’s earnings
and profits.

Example 2. (i) Facts. DC, a domestic cor-
poration, owns 40 percent of the outstanding
stock of FC1, a foreign corporation. The
other 60 percent of FC1 stock is owned (di-
rectly and indirectly) by foreign persons that
are unrelated to DC. FC1 owns all of the out-
standing stock of FC2, a foreign corporation.
On January 1, 2001, DC purchases the remain-
ing 60 percent of FC1 stock.

(ii) Result. Under this paragraph (c), DC’s
section 1248 amount with respect to its FC1
stock is computed by reference to FC1’s and
FC2’s earnings and profits that accumulated
on or after January 1, 2001, the date FC1 and
FC2 became controlled foreign corporations
(CFCs). See section 1248(a). Because FC1 is
not considered a United States person for
purposes of determining whether FC2 is a
CFC, FC1’s section 1248 amount with respect
to its FC2 stock is computed by reference to
FC2’s earnings and profits that accumulated
on or after January 1, 2001, the date FC2 be-
came an actual CFC.

Example 3. (i) Facts. FC1, a foreign corpora-
tion, owns all of the outstanding stock of
FC2, a foreign corporation. DC is a domestic
corporation that is unrelated to FC1, FC2,
and their direct and indirect owners. On Jan-
uary 1, 2001, DC purchases all of the out-
standing stock of FC1.

(ii) Result. Under this paragraph (c), DC’s
section 1248 amount with respect to its FC1
stock is computed by reference to FC1’s and
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FC2’s earnings and profits that accumulated
on or after January 1, 2001, the first day DC
held the stock of FCl. See section 1248(a).
FC1’s section 1248 amount with respect to its
FC2 stock is computed by reference to FC2’s
earnings and profits that accumulated on or
after January 1, 2001, the first day FC1’s sec-
tion 1248 shareholder (DC) indirectly held the
stock of FC2.

(d) All earnings and profits amount—(1)
General rule. The term all earnings and
profits amount with respect to stock in
a foreign corporation means the net
positive earnings and profits (if any)
determined as provided under para-
graph (d)(2) of this section and attrib-
utable to such stock as provided under
paragraph (d)(3) of this section. The all
earnings and profits amount shall be
determined without regard to the
amount of gain that would be realized
on a sale or exchange of the stock of
the foreign corporation.

(2) Rules for determining earnings and
profits—(i) Domestic rules generally appli-
cable. For purposes of this paragraph
(d), except as provided in sections
312(k)(4) and (n)(8), 964 and 986, the
earnings and profits of a foreign cor-
poration for any taxable year shall be
determined according to principles sub-
stantially similar to those applicable
to domestic corporations.

(ii) Certain adjustments to earnings and
profits. Notwithstanding paragraph
(d)(2)(1) of this section, for purposes of
this paragraph (d), the earnings and
profits of a foreign corporation for any
taxable year shall not include the
amounts specified in section 1248(d). In
the case of amounts specified in sec-
tion 1248(d)(4), the preceding sentence
requires that the earnings and profits
for any taxable year be decreased by
the net positive amount (if any) of
earnings and profits attributable to ac-
tivities described in section 1248(d)(4),
and increased by the net reduction (if
any) in earnings and profits attrib-
utable to activities described in section
1248(d)(4).

(iii) Effect of section 332 liquidating dis-
tribution. The all earnings and profits
amount with respect to stock of a cor-
poration that distributes all of its
property in a liquidation described in
section 332 shall be determined without
regard to the adjustments prescribed
by section 312(a) and (b) resulting from
the distribution of such property in liqg-
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uidation, except that gain or loss real-
ized by the corporation on the distribu-
tion shall be taken into account to the
extent provided in section 312(f)(1). See
§1.367(b)-3(b)(3)(i1) Example 3.

(38) Amount attributable to a block of
stock—(1) Application of section 1248 prin-
ciples—(A) In general—(1) Rule. The all
earnings and profits amount with re-
spect to stock of a foreign corporation
is determined according to the attribu-
tion principles of section 1248 and the
regulations thereunder. The attribu-
tion principles of section 1248 shall
apply without regard to the require-
ments of section 1248 that are not rel-
evant to the determination of a share-
holder’s pro rata portion of earnings
and profits. Thus, for example, the all
earnings and profits amount is deter-
mined without regard to whether the
foreign corporation was a controlled
foreign corporation at any time during
the five years preceding the section
367(b) exchange in question, without re-
gard to whether the shareholder owned
a 10 percent or greater interest in the
stock, and without regard to whether
the earnings and profits of the foreign
corporation were accumulated in post-
1962 taxable years or while the corpora-
tion was a controlled foreign corpora-
tion.

(2) Example. The following example il-
lustrates the rules of this paragraph
(DEA(A):

Example. (i) Facts. On January 1, 2001, DC,
a domestic corporation, purchases 9 percent
of the outstanding stock of FC, a foreign cor-
poration. On January 1, 2002, DC purchases
an additional 1 percent of FC stock. On Jan-
uary 1, 2003, DC exchanges its stock in FC in
a section 367(b) exchange in which DC is re-
quired to include the all earnings and profits
amount in income. FC was not a controlled
foreign corporation during the entire period
DC held its FC stock.

(ii) Result. The all earnings and profits
amount with respect to DC’s stock in FC is
computed by reference to 9 percent of FC’s
earnings and profits from January 1, 2001,
through December 31, 2001, and by reference
to 10 percent of FC’s earnings and profits
from January 1, 2002, through January 1,
2003.

(B) Foreign shareholders. In the case
of a transaction in which the exchang-
ing shareholder is a foreign corporation
(foreign shareholder), the following ad-
ditional rules shall apply—
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(I) The attribution principles of sec-
tion 1248 shall apply without regard to
whether the person directly owning the
stock is a United States person; and

(2) The foreign shareholder’s holding
period in the stock of the foreign ac-
quired corporation shall be determined
by reference to the period that the for-
eign shareholder’s United States share-
holders (as defined in §1.367(b)-3(b)(2))
held (directly or indirectly) an interest
in the foreign acquired corporation.
This paragraph (d)(3)(1)(B)(2) applies in
addition to the section 1248 regula-
tions’ incorporation of section 1223
holding periods. See §1.1248-8.

(ii) Exclusion of lower-tier earnings. In
applying the attribution principles of
section 1248 and the regulations there-
under to determine the all earnings
and profits amount with respect to
stock of a foreign corporation, the
earnings and profits of subsidiaries of
the foreign corporation shall not be
taken into account notwithstanding
section 1248(c)(2).

(e) Treatment of deemed dividends—(1)
In general. In certain circumstances
these regulations provide that an ex-
changing shareholder shall include an
amount in income as a deemed divi-
dend. This paragraph provides rules for
the treatment of the deemed dividend.

(2) Consequences of dividend character-
ization. A deemed dividend described in
paragraph (e)(1) of this section shall be
treated as a dividend for purposes of
the Internal Revenue Code. The deemed
dividend shall be considered as paid out
of the earnings and profits with respect
to which the amount of the deemed
dividend was determined. Thus, for ex-
ample, a deemed dividend that is deter-
mined by reference to the all earnings
and profits amount or the section 1248
amount will never be considered as
paid out of (and therefore will never re-
duce) earnings and profits specified in
section 1248(d), because such earnings
and profits are excluded in computing
the all earnings and profits amount
(under paragraph (d)(2)(ii) of this sec-
tion) and the section 1248 amount
(under section 1248(d) and paragraph
(c)(1) of this section). If the deemed
dividend is determined by reference to
the earnings and profits of a foreign
corporation that is owned indirectly
(i.e., through one or more tiers of inter-
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mediate owners) by the person that is
required to include the deemed divi-
dend in income, the deemed dividend
shall be considered as having been paid
by such corporation to such person
through the intermediate owners, rath-
er than directly to such person.

(3) Ordering rules. In the case of an
exchange of stock in which the ex-
changing shareholder is treated as re-
ceiving a deemed dividend from a for-
eign corporation, the following order-
ing rules concerning the timing, treat-
ment, and effect of such a deemed divi-
dend shall apply. See also paragraph
())(2) of this section.

(i) For purposes of the section 367(b)
regulations, the gain realized by an ex-
changing shareholder shall be deter-
mined before increasing (as provided in
paragraph (e)(3)(ii) of this section) the
basis in the stock of the foreign cor-
poration by the amount of the deemed
dividend.

(ii) Except as provided in paragraph
(e)(3)(1) of this section, the deemed div-
idend shall be considered to be received
immediately before the exchanging
shareholder’s receipt of consideration
for its stock in the foreign corporation,
and the shareholder’s basis in the stock
exchanged shall be increased by the
amount of the deemed dividend. Such
basis increase shall be taken into ac-
count before determining the gain oth-
erwise recognized on the exchange (for
example, under section 356), the basis
that the exchanging shareholder takes
in the property that it receives in the
exchange (under section 358(a)(1)), and
the basis that the transferee otherwise
takes in the transferred stock (under
section 362).

(iii) Except as provided in paragraph
(e)(3)(i) of this section, the earnings
and profits of the appropriate foreign
corporation shall be reduced by the
deemed dividend amount before deter-
mining the consequences of the rec-
ognition of gain in excess of the
deemed dividend amount (for example,
under section 356(a)(2) or sections
356(a)(1) and 1248).

(4) Examples. The following examples
illustrate the rules of this paragraph
(e):

Example 1. DC, a domestic corporation, ex-
changes stock in FC, a foreign corporation,
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in a section 367(b) exchange in which DC in-
cludes the all earnings and profits amount in
income as a deemed dividend. Under para-
graph (e)(2) of this section, a deemed divi-
dend is treated as a dividend for purposes of
the Internal Revenue Code. As a result, if the
requirements of section 902 are met, DC may
qualify for a deemed paid foreign tax credit
with respect to the deemed dividend that it
receives from FC.

Example 2. DC, a domestic corporation, ex-
changes stock in FCl1, a foreign corporation
that is a controlled foreign corporation, in a
transaction in which DC is required to in-
clude the section 1248 amount in income as a
deemed dividend. A portion of the section
1248 amount is determined by reference to
the earnings and profits of FC1 (the upper-
tier portion of the section 1248 amount), and
the remainder of the section 1248 amount is
determined by reference to the earnings and
profits of FC2, which is a wholly owned for-
eign subsidiary of FC1 (the lower-tier portion
of the section 1248 amount). Under paragraph
(e)(2) of this section, DC computes its
deemed paid foreign tax credit as if the
lower-tier portion of the section 1248 amount
were distributed as a dividend by FC2 to FC1,
and as if such portion and the upper-tier por-
tion of the section 1248 amount were then
distributed as a dividend by FC1 to DC.

Example 3. DC, a domestic corporation, ex-
changes stock in FC, a foreign corporation
that is a controlled foreign corporation, in a
transaction in which DC realizes gain of $100
(prior to the application of the section 367(b)
regulations). In connection with the trans-
action, DC is required to include $40 in in-
come as a deemed dividend under the section
367(b) regulations. In addition to receiving
property permitted to be received under sec-
tion 354 without the recognition of gain, DC
also receives cash in the amount of $70.
Under paragraph (e)(3) of this section, the $40
deemed dividend increases DC’s basis in its
FC stock before determining the gain to be
recognized under section 356. Thus, in apply-
ing section 356, DC is considered to realize
$60 of gain on the exchange, all of which is
recognized under section 356(a)(1).

(f) Deemed asset transfer and closing of
taxable year in certain section 368(a)(1)(F)
reorganizations—(1) Scope. This para-
graph applies to a reorganization de-
scribed in section 368(a)(1)(F) in which
the transferor corporation is a foreign
corporation.

(2) Deemed asset transfer. In a reorga-
nization described in paragraph (f)(1) of
this section, there is considered to
exist—

(i) A transfer of assets by the foreign
transferor corporation to the acquiring
corporation in exchange for stock (or
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stock and securities) of the acquiring
corporation and the assumption by the
acquiring corporation of the foreign
transferor corporation’s liabilities;

(ii) A distribution of such stock (or
stock and securities) by the foreign
transferor corporation to its share-
holders (or shareholders and security
holders); and

(iii) An exchange by the foreign
transferor corporation’s shareholders
(or shareholders and security holders)
of their stock (or stock and securities)
for stock (or stock and securities) of
the acquiring corporation.

(3) Other applicable rules. For purposes
of this paragraph (f), it is immaterial
that the applicable foreign or domestic
law treats the acquiring corporation as
a continuation of the foreign transferor
corporation.

(4) Closing of taxable year. In a reorga-
nization described in paragraph (f)(1) of
this section, the taxable year of the
foreign transferor corporation shall
end with the close of the date of the
transfer and, except as otherwise re-
quired under the Internal Revenue
Code (e.g. section 1502 and the regula-
tions thereunder), the taxable year of
the acquiring corporation shall end
with the close of the date on which the
transferor’s taxable year would have
ended but for the occurrence of the re-
organization if—

(i) The acquiring corporation is a do-
mestic corporation; or

(ii) The foreign transferor corpora-
tion has effectively connected earnings
and profits (as defined in section 884(d))
or accumulated effectively connected
earnings and profits (as defined in sec-
tion 884(b)(2)(B)(ii)).

(g) Stapled stock under section 269B.
For rules addressing the deemed con-
version of a foreign corporation to a
domestic corporation under section
269B, see §1.269B-1(c).

(h) Section 953(d) domestication elec-
tions—(1) Effect of election. A foreign
corporation that elects under section
953(d) to be treated as a domestic cor-
poration shall be treated for purposes
of section 367(b) as transferring, as of
the first day of the first taxable year
for which the election is effective, all
of its assets to a domestic corporation
in a reorganization described in section
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368(a)(1)(F). Notwithstanding para-
graph (d) of this section, for purposes
of determining the consequences of the
reorganization under §1.367(b)-3, the all
earnings and profits amount shall not
be considered to include earnings and
profits accumulated in taxable years
beginning before January 1, 1988.

(2) Post-election exchanges. For pur-
poses of applying section 367(b) to post-
election exchanges with respect to a
corporation that has made a valid elec-
tion under section 953(d) to be treated
as a domestic corporation, such cor-
poration shall be treated as a domestic
corporation as to earnings and profits
that were taken into account at the
time of the section 953(d) election or
which accrue after such election, and
shall be treated as a foreign corpora-
tion as to earnings and profits accumu-
lated in taxable years beginning before
January 1, 1988. Thus, for example, if
the section 953(d) corporation subse-
quently transfers its assets to a domes-
tic corporation (other than another
section 953(d) corporation) in a trans-
action described in section 381(a), the
rules of §1.367(b)-3 shall apply to such
transaction to the extent of the section
953(d) corporation’s earnings and prof-
its accumulated in taxable years begin-
ning before January 1, 1988.

(1) Section 1504(d) elections. An elec-
tion under section 1504(d), which per-
mits certain foreign corporations to be
treated as domestic corporations, is
treated as a transfer of property to a
domestic corporation and will gen-
erally constitute a reorganization de-
scribed in section 368(a)(1)(F'). However,
if an election under section 1504(d) is
made with respect to a foreign corpora-
tion from the first day of the foreign
corporation’s existence, then the for-
eign corporation shall be treated as a
domestic corporation, and the section
367(b) regulations will not apply.

(j) Sections 985 through 989—(1) Change
in functional currency of a qualified busi-
ness unit—@{i) Rule. If, as a result of a
section 367(b) exchange described in
section 381(a), a qualified business unit
(as defined in section 989(a)) (QBU) has
a different functional currency deter-
mined under the rules of section 985(b)
than it used prior to the transaction,
then the QBU shall be deemed to have
automatically changed its functional
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currency immediately prior to the
transaction. A QBU that is deemed to
change its functional currency pursu-
ant to this paragraph (j) must make
the adjustments described in §1.985-5.

(ii) Example. The following example
illustrates the rule of this paragraph
(HA):

Example. (i) Facts. DC, a domestic corpora-
tion, owns 100 percent of FC1, a foreign cor-
poration. FC1 owns and operates a qualified
business unit (QBU) (Bl) in France, whose
functional currency is the euro. FC2, an un-
related foreign corporation, owns and oper-
ates a QBU (B2) in France, whose functional
currency is the dollar. FC2 acquires FC1’s as-
sets (including B1l) in a reorganization de-
scribed in section 368(a)(1)(C). As a part of
the reorganization, Bl and B2 combine their
operations into one QBU. Applying the rules
of section 985(b), the functional currency of
the combined operations of Bl and B2 is the
euro.

(ii) Result. FC2’s acquisition of FC1’s assets
is a section 367(b) exchange that is described
in section 381(a). Because the functional cur-
rency of the combined operations of Bl and
B2 after the exchange is the euro, B2 is
deemed to have automatically changed its
functional currency to the euro immediately
prior to the section 367(b) exchange. B2 must
make the adjustments described in §1.985-5.

(2) Previously taxed earnings and prof-
its—(1) Exchanging shareholder that is a
United States person. If an exchanging
shareholder that is a United States
person is required to include in income
either the all earnings and profits
amount or the section 1248 amount
under the provisions of §1.367(b)-3 or
1.367(b)-4, then immediately prior to
the exchange, and solely for the pur-
pose of computing exchange gain or
loss under section 986(c), the exchang-
ing shareholder shall be treated as re-
ceiving a distribution of previously
taxed earnings and profits from the ap-
propriate foreign corporation that is
attributable (under the principles of
section 1248) to the exchanged stock. If
an exchanging shareholder that is a
United States person is a distributee in
an exchange described in §1.367(b)-5(c)
or (d), then immediately prior to the
exchange, and solely for the purpose of
computing exchange gain or loss under
section 986(c), the exchanging share-
holder shall be treated as receiving a
distribution of previously taxed earn-
ings and profits from the appropriate
foreign corporation to the extent such
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shareholder has a diminished interest
in such previously taxed earnings and
profits after the exchange. The ex-
change gain or loss recognized under
this paragraph (j)(2)(i) will increase or
decrease the exchanging shareholder’s
adjusted basis in the stock of the for-
eign corporation, including for pur-
poses of computing gain or loss realized
with respect to the stock on the trans-
action. The exchanging shareholder’s
dollar basis with respect to each ac-
count of previously taxed income shall
be increased or decreased by the ex-
change gain or loss recognized.

(i1) Ezchanging shareholder that is a
foreign corporation. If an exchanging
shareholder that is a foreign corpora-
tion is required to include in income
either the all earnings and profits
amount or the section 1248 amount
under the provisions of §1.367(b)-3 or
1.367(b)-4, then, immediately prior to
the exchange, the exchanging share-
holder shall be treated as receiving a
distribution of previously taxed earn-
ings and profits from the appropriate
foreign corporation that is attributable
(under the principles of section 1248) to
the exchanged stock. If an exchanging
shareholder that is a foreign corpora-
tion is a distributee in an exchange de-
scribed in §1.367(b)-5(c) or (d), then the
exchanging shareholder shall be treat-
ed as receiving (immediately prior to
the exchange) a distribution of pre-
viously taxed earnings and profits from
the appropriate foreign corporation.
Such distribution shall be measured by
the extent to which the exchanging
shareholder’s direct or indirect United
States shareholders (as defined in sec-
tion 951(b)) have a diminished interest
in such previously taxed earnings and
profits after the exchange.

(38) Other rules. See sections 985
through 989 for other currency rules
that may apply in connection with a
section 367(b) exchange.

(k) Partnerships, trusts and estates. In
applying the section 367(b) regulations,
stock of a corporation that is owned by
a foreign partnership, trust or estate
shall be considered as owned propor-
tionately by its partners, owners, or
beneficiaries under the principles of
§1.367(e)-1(b)(2). Stock owned by an en-
tity that is disregarded as an entity
separate from its owner under
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§301.7701-3 is owned directly by the
owner of such entity. In applying
§1.367(b)-5(b), the principles of
§1.367(e)-1(b)(2) shall also apply to a do-
mestic partnership, trust or estate.

(1) Additional definitions—(1) Foreign
income tares. The term foreign income
taxes has the meaning set forth in
§1.902-1(a)(7).

(2) Post-1986 wundistributed earnings.
The term post-1986 undistributed earn-
ings has the meaning set forth in
§1.902-1(a)(9).

(3) Post-1986 foreign income taxes. The
term post-1986 foreign income tares has
the meaning set forth in §1.902-1(a)(8).

(4) Pre-1987 accumulated profits. The
term pre-1987 accumulated profits means
the earnings and profits described in
§1.902-1(a)(10)(i), computed in accord-
ance with the rules of §1.902-1(a)(10)(ii).

(5) Pre-1987 foreign income taxes. The
term pre-1987 foreign income tares has
the meaning set forth in §1.902-
1(a)(10)(iii).

(6) Pre-1987 section 960 earmings and
profits. The term pre-1987 section 960
earnings and profits means the earnings
and profits of a foreign corporation ac-
cumulated in taxable years beginning
before January 1, 1987, computed under
§1.964-1(a) through (e), and translated
into the functional currency (as deter-
mined under section 985) of the foreign
corporation at the spot rate on the
first day of the foreign corporation’s
first taxable year beginning after De-
cember 31, 1986. For further guidance,
see Notice 88-70 (1988-2 C.B. 369, 370)
(see also §601.601(d)(2) of this chapter).
The term pre-1987 section 960 earnings
and profits does not include earnings
and profits that represent previously
taxed earnings and profits described in
section 959.

() Pre-1987 section 960 foreign income
taxes. The term pre-1987 section 960 for-
eign income taxes means the foreign in-
come taxes related to pre-1987 section
960 earnings and profits, determined in
accordance with the principles of
§1.902-1(a)(10)(iii), except that the U.S.
dollar amounts of pre-1987 section 960
foreign income taxes are determined by
reference to the exchange rates in ef-
fect when the taxes were paid or ac-
crued.

(8) Earnings and profits. For purposes
of §§1.367(b)-7 and 1.367(b)-9, the term
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earnings and profits means post-1986 un-
distributed earnings, pre-1987 accumu-
lated profits, and pre-1987 section 960
earnings and profits.

(9) Pooling corporation. The term pool-
ing corporation means a foreign cor-
poration with respect to which the re-
quirements of section 902(c)(3)(B) have
been met in the current taxable year or
any prior taxable year.

(10) Nonpooling corporation. The term
nonpooling corporation means a foreign
corporation that is not a pooling cor-
poration.

(11) Separate category. The term sepa-
rate category has the meaning set forth
in section 904(d)(1), and shall also in-
clude any other category of income to
which section 904(a), (b), and (c) are ap-
plied separately under any other provi-
sion of the Internal Revenue Code (e.g.,
sections 56(g)(4)(C)({ii)AV), 245(a)(10),
865(h), 901(j), and 904(h)(10) (or section
904(g)(10) for taxable years beginning
on or before December 31, 2006).

(12) Passive category. The term passive
category means the separate category
that includes income described in sec-
tion 904(d)(1)(A).

(13) General category. The term gen-
eral category means the separate cat-
egory that includes income described
in section 904(d)(1)(B) (or section
904(d)(1)(I) for taxable years beginning
on or before December 31, 2006).

[T.D. 8862, 656 FR 3598, Jan. 24, 2000; 65 FR
66501, Nov. 6, 2000, as amended by T.D. 9216, 70
FR 43760, July 29, 2005; T.D. 9273, 71 FR 44894,
Aug. 8, 2006; T.D. 9345, 72 FR 41444, July 30,
2007; T.D. 9400, 73 FR 30303, May 27, 2008]

§1.367(b)-3 Repatriation of foreign
corporate assets in certain non-
recognition transactions.

(a) Scope. This section applies to an
acquisition by a domestic corporation
(the domestic acquiring corporation) of
the assets of a foreign corporation (the
foreign acquired corporation) in a lig-
uidation described in section 332 or an
asset acquisition described in section
368(a)(1).

(b) Exchange of stock owned directly by
a United States shareholder or by certain
foreign corporate shareholders—(1) Scope.
This paragraph (b) applies in the case
of an exchanging shareholder that is ei-
ther—

26 CFR Ch. | (4-1-16 Edition)

(i) A United States shareholder of the
foreign acquired corporation; or

(ii) A foreign corporation with re-
spect to which there are one or more
United States shareholders.

(2) United States shareholder. For pur-
poses of this section (and for purposes
of the other section 367(b) regulation
provisions that specifically refer to
this paragraph (b)(2)), the term United
States shareholder means any share-
holder described in section 951(b) (with-
out regard to whether the foreign cor-
poration is a controlled foreign cor-
poration), and also any shareholder de-
scribed in section 953(c)(1)(A) (but only
if the foreign corporation is a con-
trolled foreign corporation as defined
in section 953(c)(1)(B) subject to the
rules of section 953(c)).

(3) Income inclusion—@{i) Inclusion of
all earnings and profits amount. An ex-
changing shareholder shall include in
income as a deemed dividend the all
earnings and profits amount with re-
spect to its stock in the foreign ac-

quired corporation. For the con-
sequences of the deemed dividend, see
§1.367(b)-2(e). Notwithstanding

§1.367(b)-2(e), however, a deemed divi-
dend from the foreign acquired cor-
poration to an exchanging foreign cor-
porate shareholder shall not qualify for
the exception from foreign personal
holding company income provided by
section 954(c)(3)(A)(i), although it may
qualify for the look-through treatment
provided by section 904(d)(3) if the re-
quirements of that section are met
with respect to the deemed dividend.

(ii) Examples. The following examples
illustrate the rules of paragraph
(b)(3)(1) of this section:

Example 1. (i) Facts. DC, a domestic cor-
poration, owns all of the outstanding stock
of FC, a foreign corporation. The stock of FC
has a value of $100, and DC has a basis of $30
in such stock. The all earnings and profits
amount attributable to the FC stock owned
by DC is $20, of which $15 is described in sec-
tion 1248(a) and the remaining $5 is not (for
example, because it accumulated prior to
1963). FC has a basis of $50 in its assets. In a
liquidation described in section 332, FC dis-
tributes all of its property to DC, and the FC
stock held by DC is canceled.

(ii) Result. Under paragraph (b)(3)(i) of this
section, DC must include $20 in income as a
deemed dividend from FC. Under section
337(a) FC does not recognize gain or loss in
the assets that it distributes to DC, and
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under section 334(b), DC takes a basis of $50
in such assets. Because the requirements of
section 902 are met, DC qualifies for a
deemed paid foreign tax credit with respect
to the deemed dividend that it receives from
FC.

Example 2. (i) Facts. DC, a domestic cor-
poration, owns all of the outstanding stock
of FC, a foreign corporation. The stock of FC
has a value of $100, and DC has a basis of $30
in such stock. The all earnings and profits
amount attributable to the FC stock owned
by DC is $75. FC has a basis of $50 in its as-
sets. In a liquidation described in section 332,
FC distributes all of its property to DC, and
the FC stock held by DC is canceled.

(ii) Result. Under paragraph (b)(3)(i) of this
section, DC must include $75 in income as a
deemed dividend from FC. Under section
337(a) FC does not recognize gain or loss in
the assets that it distributes to DC, and
under section 334(b), DC takes a basis of $50
in such assets. Because the requirements of
section 902 are met, DC qualifies for a
deemed paid foreign tax credit with respect
to the deemed dividend that it receives from
FC.

Example 3. (i) Facts. DC, a domestic cor-
poration, owns 80 percent of the outstanding
stock of FC, a foreign corporation. DC has
owned its 80 percent interest in FC since FC
was incorporated. The remaining 20 percent
of the outstanding stock of FC is owned by a
person unrelated to DC (the minority share-
holder). The stock of FC owned by DC has a
value of $80, and DC has a basis of $24 in such
stock. The stock of FC owned by the minor-
ity shareholder has a value of $20, and the
minority shareholder has a basis of $18 in
such stock. FC’s only asset is land having a
value of $100, and FC has a basis of $50 in the
land. Gain on the land would not generate
earnings and profits qualifying under section
1248(d) for an exclusion from earnings and
profits for purposes of section 1248. FC has
earnings and profits of $20 (determined under
the rules of §1.367(b)-2(d)(2) (i) and (ii)), $16 of
which is attributable to the stock owned by
DC under the rules of §1.367(b)-2(d)(3). FC
subdivides the land and distributes to the
minority shareholder land with a value of $20
and a basis of $10. As part of the same trans-
action, in a liquidation described in section
332, FC distributes the remainder of its land
to DC, and the FC stock held by DC and the
minority shareholder is canceled.

(ii) Result. Under section 336, FC must rec-
ognize the $10 of gain it realizes in the land
it distributes to the minority shareholder,
and under section 331 the minority share-
holder recognizes its gain of $2 in the stock
of FC. Such gain is included in income by the
minority shareholder as a dividend to the ex-
tent provided in section 1248 if the minority
shareholder is a United States person that is
described in section 1248(a)(2). TUnder
§1.367(b)-2(d)(2)(iii), the $10 of gain recog-
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nized by FC increases its earnings and prof-
its for purposes of computing the all earn-
ings and profits amount and, as a result, $8
of such increase (80 percent of $10) is consid-
ered to be attributable to the FC stock
owned by DC under §1.367(b)-2(d)(3)(1)(A)(I).
DC’s all earnings and profits amount with re-
spect to its stock in FC is $24 (the $16 of ini-
tial all earnings and profits amount with re-
spect to the FC stock held by DC, plus the $8
addition to such amount that results from
FC’s recognition of gain on the distribution
to the minority shareholder). Under para-
graph (b)(3)(i) of this section, DC must in-
clude the $24 all earnings and profits amount
in income as a deemed dividend from FC.

Example 4. (i) Facts. DC1, a domestic cor-
poration, owns all of the outstanding stock
of DC2, a domestic corporation. DC1 also
owns all of the outstanding stock of FC, a
foreign corporation. The stock of FC has a
value of $100, and DC1 has a basis of $30 in
such stock. The assets of FC have a value of
$100. The all earnings and profits amount
with respect to the FC stock owned by DC1
is $20. In a reorganization described in sec-
tion 368(a)(1)(D), DC2 acquires all of the as-
sets of FC solely in exchange for DC2 stock.
FC distributes the DC2 stock to DC1, and the
FC stock held by DC1 is canceled.

(ii) Result. DC1 must include $20 in income
as a deemed dividend from FC under para-
graph (b)(3)(1) of this section. Under section
361, FC does not recognize gain or loss in the
assets that it transfers to DC2 or in the DC2
stock that it distributes to DC1, and under
section 362(b) DC2 takes a basis in the assets
that it acquires from FC equal to the basis
that FC had therein. Under §1.367(b)-
2(e)(3)(ii) and section 358(a)(1), DC1 takes a
basis of $50 (its $30 basis in the stock of FC,
plus the $20 that was treated as a deemed
dividend to DC1) in the stock of DC2 that it
receives in exchange for the stock of FC.
Under §1.367(b)-2(e)(3)(iii) and section 312(a),
the earnings and profits of FC are reduced by
the $20 deemed dividend.

Example 5. (i) Facts. DC1, a domestic cor-
poration, owns all of the outstanding stock
of FC1, a foreign corporation. FC1 owns all of
the outstanding stock of FC2, a foreign cor-
poration. The all earnings and profits
amount with respect to the FC2 stock owned
by FC1 is $20. In a reorganization described
in section 368(a)(1)(A), DC2, a domestic cor-
poration unrelated to FC1 or FC2, acquires
all of the assets and liabilities of FC2 pursu-
ant to a State W merger. FC2 receives DC2
stock and distributes such stock to FC1. The
FC2 stock held by FC1 is canceled, and FC2
ceases its separate legal existence.

(ii) Result. FC1 must include $20 in income
as a deemed dividend from FC2 under para-
graph (b)(3)(i) of this section. The deemed
dividend is treated as a dividend for purposes
of the Internal Revenue Code as provided in
§1.367(b)-2(e)(2); however, under paragraph
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(b)(3)(i) of this section the deemed dividend
cannot qualify for the exception from foreign
personal holding company income provided
by section 954(c)(3)(A)(i), even if the provi-
sions of that section would otherwise have
been met in the case of an actual dividend.

Example 6. (i) Facts. DC1, a domestic cor-
poration, owns 99 percent of USP, a domestic
partnership. The remaining 1 percent of USP
is owned by a person unrelated to DC1. DC1
and USP each directly own 9 percent of the
outstanding stock of FC, a foreign corpora-
tion that is not a controlled foreign corpora-
tion subject to the rule of section 953(c). In
a reorganization described in section
368(a)(1)(C), DC2, a domestic corporation, ac-
quires all of the assets and liabilities of FC
in exchange for DC2 stock. FC distributes to
its shareholders DC2 stock, and the FC stock
held by its shareholders is canceled.

(ii) Result. (A) DC1 and USP are United
States persons that are exchanging share-
holders in a transaction described in para-
graph (a) of this section. As a result, DC1 and
USP are subject to the rules of paragraph (b)
of this section if they qualify as United
States shareholders as defined in paragraph
(b)(2) of this section. Alternatively, if they
do not qualify as United States shareholders
as defined in paragraph (b)(2) of this section,
DC1 and USP are subject to the rules of para-
graph (c) of this section. Paragraph (b)(2) of
this section defines the term United States
shareholder to include any shareholder de-
scribed in section 951(b) (without regard to
whether the foreign corporation is a con-
trolled foreign corporation). A shareholder
described in section 951(b) is a United States
person that is considered to own, applying
the rules of section 958(a) and 958(b), 10 per-
cent or more of the total combined voting
power of all classes of stock entitled to vote
of a foreign corporation. Under section
958(b), the rules of section 318(a), as modified
by section 958(b) and the regulations there-
under, apply so that, in general, stock owned
directly or indirectly by a partnership is
considered as owned proportionately by its
partners, and stock owned directly or indi-
rectly by a partner is considered as owned by
the partnership. Thus, under section 958(b),
DC1 is treated as owning its proportionate
share of FC stock held by USP, and USP is
treated as owning all of the FC stock held by
DC1.

(B) Accordingly, for purposes of deter-
mining whether DCl1 is a United States
shareholder under paragraph (b)(2) of this
section, DC1 is considered as owning 99 per-
cent of the 9 percent of FC stock held by
USP. Because DC1 also owns 9 percent of FC
stock directly, DC1 is considered as owning
more than 10 percent of FC stock. DC1 is
thus a United States shareholder of FC under
paragraph (b)(2) of this section and, as a re-
sult, is subject to the rules of paragraph (b)
of this section. However, for purposes of de-
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termining DC1’s all earnings and profits
amount, DC1 is not treated as owning the FC
stock held by USP. Under §1.367(b)-2(d)(3),
DC1’s all earnings and profits amount is de-
termined by reference to the 9 percent of FC
stock that it directly owns.

(C) For purposes of determining whether
USP is a United States shareholder under
paragraph (b)(2) of this section, USP is con-
sidered as owning the 9 percent of FC stock
held by DC1. Because USP also owns 9 per-
cent of FC stock directly, USP is considered
as owning more than 10 percent of FC stock.
USP is thus a United States shareholder of
FC under paragraph (b)(2) of this section and,
as a result, is subject to the rules of para-
graph (b) of this section. However, for pur-
poses of determining USP’s all earnings and
profits amount, USP is not treated as own-
ing the FC shares held by DC1. Under
§1.367(b)-2(d)(3), USP’s all earnings and prof-
its amount is determined by reference to the
9 percent of FC stock that it directly owns.

(iii) Recognition of exchange gain or loss with
respect to capital. [Reserved]

(4) Reserved. For further guidance
concerning section 367(b) exchanges oc-
curring before February 23, 2001, see
§1.367(b)-3T(b)(4).

(c) Ezxchange of stock owned by a
United States person that is not a United
States shareholder—(1) Scope. This para-
graph (c) applies in the case of an ex-
changing shareholder that is a United
States person not described in para-
graph (b)(1)(i) of this section (i.e., a
United States person that is not a
United States shareholder of the for-
eign acquired corporation).

(2) Requirement to recognize gain. An
exchanging shareholder described in
paragraph (c)(1) of this section shall
recognize realized gain (but not loss)
with respect to the stock of the foreign
acquired corporation.

(3) Election to include all earnings and
profits amount. In lieu of the treatment
prescribed by paragraph (c)(2) of this
section, an exchanging shareholder de-
scribed in paragraph (c)(1) of this sec-
tion may instead elect to include in in-
come as a deemed dividend the all
earnings and profits amount with re-
spect to its stock in the foreign ac-
quired corporation. For the con-
sequences of a deemed dividend, see
§1.367(b)-2(e). Such election may be
made only if—
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(i) The foreign acquired corporation
(or its successor in interest) has pro-
vided the exchanging shareholder in-
formation to substantiate the exchang-
ing shareholder’s all earnings and prof-
its amount with respect to its stock in
the foreign acquired corporation; and

(ii) The exchanging shareholder com-
plies with the section 367(b) notice re-
quirement described in §1.367(b)-1(c),
including the specific rules contained
therein concerning the time and man-
ner for electing to apply the rules of
this paragraph (c)(3).

(4) De minimis exception. This para-
graph (c) shall not apply in the case of
an exchanging shareholder whose stock
in the foreign acquired corporation has
a fair market value of less than $50,000
on the date of the section 367(b) ex-
change.

(6) Examples. The following examples
illustrate the rules of this paragraph
(c):

Example 1. (i) Facts. DC1, a domestic cor-
poration, owns 5 percent of the outstanding
stock of FC, a foreign corporation that is not
a controlled foreign corporation subject to
the rule of section 953(c). Persons unrelated
to DC1 own the remaining 95 percent of the
outstanding stock of FC. DC1 has owned its
5 percent interest in FC since FC was incor-
porated. DCI’s stock in FC has a basis of
$40,000 and a value of $100,000. The all earn-
ings and profits amount with respect to
DC1’s stock in FC is $50,000. In a reorganiza-
tion described in section 368(a)(1)(C), DC2, a
domestic corporation, acquires all of the as-
sets and liabilities of FC in exchange for DC2
stock. FC distributes DC2 stock to its share-
holders, and the FC stock held by its share-
holders is canceled.

(ii) Alternate result 1. If DC1 does not make
the election described in paragraph (c)(3) of
this section, then the general rule of para-
graph (c)(2) of this section applies and DC1
must recognize its $60,000 gain in the FC
stock. Under section 358(a)(1), DC1 has a
$100,000 basis (its $40,000 basis in the FC
stock, plus the $60,000 recognized gain) in the
DC2 stock that it receives in exchange for its
FC stock. Because DC1 is not a shareholder
described in section 1248(a)(2), section 1248
does not apply to recharacterize any of DC1’s
gain as a dividend.

(iii) Alternate result 2. If DC1 makes a valid
election under paragraph (c)(3) of this sec-
tion, then DC1 must include in income as a
deemed dividend the $50,000 all earnings and
profits amount with respect to its FC stock.
Under §1.367(b)-2(e)(3) and section 358(a)(1),
DC1 has a $90,000 basis (its $40,000 basis in the
FC stock, plus the $50,000 that was treated as
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a deemed dividend to DC1) in the DC2 stock
that it receives in exchange for its FC stock.
Because DC1 owns less than 10 percent of the
voting stock of FC, DC1 does not qualify for
a deemed paid foreign tax credit under sec-
tion 902.

Example 2. (i) Facts. The facts are the same
as in Example 1, except that DC1’s stock in
FC has a fair market value of $48,000 on the
date DC1 receives the DC2 stock.

(ii) Result. Because DC1’s stock in FC has a
fair market value of less than $50,000 on the
date of the section 367(b) exchange, the de
minimis exception of paragraph (c)(4) of this
section applies. As a result, DC1 is not sub-
ject to the gain or income inclusion require-
ments of this paragraph (c).

(d) Carryover of certain foreign tares—
(1) Rule. Excess foreign taxes under sec-
tion 904(c) allowable to the foreign ac-
quired corporation under section 906
shall carry over to the domestic ac-
quiring corporation and become allow-
able under section 901, subject to the
limitations prescribed by the Internal
Revenue Code (for example, sections
383, 904 and 907). The domestic acquir-
ing corporation shall not succeed to
any other foreign taxes paid or in-
curred by the foreign acquired corpora-
tion.

(2) Example. The following example il-
lustrates the rules of this paragraph
(d):

Example. (i) Facts. DC, a domestic corpora-
tion owns 100 percent of the outstanding
stock of FC, a foreign corporation. FC has
net positive earnings and profits, none of
which are attributable to DC’s FC stock
under §1.367(b)-2(d)(3). FC has paid foreign
taxes that are not eligible for credit under
section 906. In a liquidation described in sec-
tion 332, FC distributes all of its property to
DC, and the FC stock held by DC is canceled.

(ii) Result. The liquidation of FC into DC is
a section 367(b) exchange. Thus, DC is sub-
ject to the section 367(b) regulations, and
must file a section 367(b) notice pursuant to
§1.367(b)-1(c). Pursuant to the provisions of
paragraph (d)(1) of this section, the foreign
taxes paid by FC do not carryover to DC be-
cause FC’s foreign taxes are not eligible for
credit under section 906.

(e) Net operating loss and capital loss
carryovers. A net operating loss or cap-
ital loss carryover of the foreign ac-
quired corporation is described in sec-
tion 381(c)(1) and (c)(3) and thus is eli-
gible to carry over from the foreign ac-
quired corporation to the domestic ac-
quiring corporation only to the extent
the underlying deductions or losses
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were allowable under chapter 1 of sub-
title A of the Internal Revenue Code.
Thus, only a net operating loss or cap-
ital loss carryover that is effectively
connected with the conduct of a trade
or business within the United States
(or that is attributable to a permanent
establishment, in the context of an ap-
plicable United States income tax trea-
ty) is eligible to be carried over under
section 381. For further guidance, see
Rev. Rul. 72421 (1972-2 C.B. 166) (see
also §601.601(d)(2) of this chapter).

(f) Carryover of earnings and profits—
(1) General rule. Except to the extent
otherwise specifically provided (see,
e.g., Notice 89-79 (1989-2 C.B. 392) (see
also §601.601(d)(2) of this chapter)),
earnings and profits of the foreign ac-
quired corporation that are not in-
cluded in income as a deemed dividend
under the section 367(b) regulations (or
deficit in earnings and profits) are eli-
gible to carry over from the foreign ac-
quired corporation to the domestic ac-
quiring corporation under section
381(c)(2) only to the extent such earn-
ings and profits (or deficit in earnings
and profits) are effectively connected
with the conduct of a trade or business
within the United States (or are attrib-
utable to a permanent establishment in
the United States, in the context of an
applicable United States income tax
treaty). All other earnings and profits
(or deficit in earnings and profits) of
the foreign acquired corporation shall
not carry over to the domestic acquir-
ing corporation and, as a result, shall
be eliminated.

(2) Previously taxed earnings and prof-
its. [Reserved]

[T.D. 8862, 656 FR 3601, Jan. 24, 2000; 65 FR
66501, Nov. 6, 2000, as amended by T.D. 9243, 71
FR 4288, Jan. 26, 2006; T.D. 9273, 71 FR 44895,
Aug. 8, 2006]

§1.367(b)-3T Repatriation of foreign
corporate assets in certain non-

recognition transactions (tem-
porary).
(a)-(b)(3) [Reserved]. For further
guidance, see §1.367(b)-3(a) through

(0)(3).

(4) Election of taxable exchange treat-
ment—(1) Rules—(A) In general. In lieu
of the treatment prescribed by
§1.367(b)-3(b)(3)(1), an exchanging
shareholder described in §1.367(b)-
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3(b)(1) may instead elect to recognize
the gain (but not loss) that it realizes
in the exchange (taxable exchange elec-
tion). To make a taxable exchange
election, the following requirements
must be satisfied—

(I) The exchanging shareholder (and
its direct or indirect owners that would
be affected by the election, in the case
of an exchanging shareholder that is a
foreign corporation) reports the ex-
change in a manner consistent there-
with (see, e.g., sections 954(c)(1)(B)(i),
1001 and 1248);

(2) The notification requirements of
paragraph (b)(4)(i)(C) of this section are
satisfied; and

(3) The adjustments described in
paragraph (b)(4)(i)(B) of this section
are made when the following cir-
cumstances are present—

(i) The transaction is described in
section 332 or is an asset acquisition
described in section 368(a)(1), with re-
gard to which one U.S. person owns (di-
rectly or indirectly) 100 percent of the
foreign acquired corporation; and

(i) The all earnings and profits
amount described in §1.367(b)-3(b)(3)(Q)
with respect to the exchange exceeds
the gain recognized by the exchanging
shareholder.

(B) Attribute reduction—(1) Reduction
of NOL carryovers. The amount by
which the all earnings and profits
amount exceeds the gain recognized by
the exchanging shareholder (the excess
earnings and profits amount) shall be
applied to reduce the net operating loss
carryovers (if any) of the foreign ac-
quired corporation to which the domes-
tic acquiring corporation would other-
wise succeed under section 381(a) and
(c)(1). See also Rev. Rul. 72-421 (19722
C.B. 166) (see §601.601(d)(2) of this chap-
ter).

(2) Reduction of capital loss carryovers.
After the application of paragraph
()@)E)(B)(I) of this section, any re-
maining excess earnings and profits
amount shall be applied to reduce the
capital loss carryovers (if any) of the
foreign acquired corporation to which
the domestic acquiring corporation
would otherwise succeed under section
381(a) and (c)(3).

(3) Reduction of basis. After the appli-
cation of paragraph (b)(4)({1)(B)(2) of
this section, any remaining excess
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earnings and profits amount shall be
applied to reduce (but not below zero)
the basis of the assets (other than dol-
lar-denominated money) of the foreign
acquired corporation that are acquired
by the domestic acquiring corporation.
Such remaining excess earnings and
profits amount shall be applied to re-
duce the basis of such assets in the fol-
lowing order: first, tangible depreciable
or depletable assets, according to their
class lives (beginning with those assets
with the shortest class life); second,
other non-inventory tangible assets;
third, intangible assets that are amor-
tizable; and finally, the remaining as-
sets of the foreign acquired corporation
that are acquired by the domestic ac-
quiring corporation. Within each of
these categories, if the total basis of
all assets in the category is greater
than the excess earnings and profits
amount to be applied against such
basis, the taxpayer may choose to
which specific assets in the category
the basis reduction first applies.

(C) Notification. The exchanging
shareholder shall elect to apply the
rules of this paragraph (b)(4)(i) by at-
taching a statement of its election to
its section 367(b) notice. See §1.367(b)-
1(c) For the rules concerning filing a
section 367(b) notice.

(D) Example. The following example
illustrates the rules of this paragraph
(b)(4)(1):

Example. (i) Facts. DC, a domestic corpora-
tion, owns all of the outstanding stock of
FC, a foreign corporation. The stock of FC
has a value of $100, and DC has a basis of $80
in such stock. The assets of FC are one par-
cel of land with a value of $60 and a basis of
$30, and tangible depreciable assets with a
value of $40 and a basis of $80. FC has no net
operating loss carryovers or capital loss
carryovers. The all earnings and profits
amount with respect to the FC stock owned
by DC is $30, of which $19 is described in sec-
tion 1248(a) and the remaining $11 is not (for
example, because it was earned prior to 1963).
In a liquidation described in section 332, FC
distributes all of its property to DC, and the
FC stock held by DC is canceled. Rather
than including in income as a deemed divi-
dend the all earnings and profits amount of
$30 as provided in §1.367(b)-3(b)(3)(i), DC in-
stead elects taxable exchange treatment
under paragraph (b)(4)(i)(A) of this section.

(ii) Result. DC recognizes the $20 of gain it
realizes on its stock in FC. Of this $20
amount, $19 is included in income by DC as
a dividend pursuant to section 1248(a). (For
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the source of the remaining $1 of gain recog-
nized by DC, see section 865. For the treat-
ment of the $1 for purposes of the foreign tax
credit limitation, see generally section
904(d)(2)(A)(1).) Because the transaction is de-
scribed in section 332 and because the all
earnings and profits amount with respect to
the FC stock held by DC ($30) exceeds by $10
the income recognized by DC ($20), the at-
tribute reduction rules of paragraph
(b)(4)(1)(B) of this section apply. Accordingly,
the $10 excess earnings and profits amount is
applied to reduce the basis of the tangible
depreciable assets of FC, beginning with
those assets with the shortest class lives.
Under section 337(a) FC does not recognize
gain or loss in the assets that it distributes
to DC, and under section 334(b) (which is ap-
plied taking into account the basis reduction
prescribed by paragraph (b)(4)(i)(A)(3) of this
section) DC takes a basis of $30 in the land
and $70 in the tangible depreciable assets
that it receives from FC.

(ii) Effective date. This paragraph
(b)(4) applies for section 367(b) ex-
changes that occur between February
23, 2000, and February 23, 2001.

(c)-(d) [Reserved]. For further guid-
ance, see §1.367(b)-3(c) through (d).

[T.D. 8863, 65 FR 3588, Jan. 24, 2000, as amend-
ed by T.D. 9243, 71 FR 4288, Jan. 26, 2006]

§1.367(b)-4 Acquisition of foreign cor-
porate stock or assets by a foreign
corporation in certain nonrecogni-
tion transactions.

(a) Scope. This section applies to an
acquisition by a foreign corporation
(the foreign acquiring corporation) of
the stock of a foreign corporation in an
exchange described in section 351 or of
the stock or assets of a foreign cor-
poration in a reorganization described
in section 368(a)(1) (in either case, the
foreign acquired corporation). For
rules applicable when, pursuant to sec-
tion 304(a)(1), a foreign acquiring cor-
poration is treated as acquiring the
stock of a foreign acquired corporation
in a transaction to which section 351(a)
applies, see §1.367(b)-4T(e). For pur-
poses of this section, the term (tri-
angular reorganization means a reorga-
nization described in §1.358-6(b)(2)(i)
through (b)(2)(v) (forward triangular
merger, triangular C reorganization,
reverse triangular merger, triangular B
reorganization, and triangular G reor-
ganization, respectively). In the case of
a triangular reorganization other than
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a reverse triangular merger, the sur-
viving corporation is the foreign ac-
quiring corporation that acquires the
assets or stock of the foreign acquired
corporation, and the reference to con-
trolling corporation (foreign or domes-
tic) is to the corporation that controls
the surviving corporation. In the case
of a reverse triangular merger, the sur-
viving corporation is the entity that
survives the merger, and the control-
ling corporation (foreign or domestic)
is the corporation that before the
merger controls the merged corpora-
tion. In the case of a reverse triangular
merger, this section applies if stock of
the foreign surviving corporation is ex-
changed for stock of a foreign corpora-
tion in control of the merging corpora-
tion; in such a case, the foreign sur-
viving corporation is treated as a for-
eign acquired corporation for purposes
of this section. A foreign corporation
that undergoes a reorganization de-
scribed in section 368(a)(1)(E) is treated
as both the foreign acquired corpora-
tion and the foreign acquiring corpora-
tion for purposes of this section. See
§1.367(a)-3(b)(2) for transactions subject
to the concurrent application of sec-
tions 367(a) and (b).

(b) Income inclusion. If an exchange is
described in paragraph (b)(1)(i), (2)(i) or
(3) of this section, the exchanging
shareholder shall include in income as
a deemed dividend the section 1248
amount attributable to the stock that
it exchanges.

(1) Exchange that results in loss of sta-
tus as section 1248 shareholder—(i) Gen-
eral rule. Except as provided in para-
graph (b)(1)(ii) of this section, an ex-
change is described in this paragraph
o)M)() if—

(A) Immediately before the exchange,
the exchanging shareholder is—

(I) A United States person that is a
section 1248 shareholder with respect to
the foreign acquired corporation; or

(2) A foreign corporation, and a
United States person is a section 1248
shareholder with respect to such for-
eign corporation and with respect to
the foreign acquired corporation; and

(B) Either of the following conditions
is satisfied—

(I) Immediately after the exchange,
the stock received in the exchange is
not stock in a corporation that is a
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controlled foreign corporation as to
which the United States person de-
scribed in paragraph (b)(1)(i)(A) of this
section is a section 1248 shareholder; or

(2) Immediately after the exchange,
the foreign acquiring corporation or
the foreign acquired corporation (in
the case of the acquisition of the stock
of a foreign acquired corporation) is
not a controlled foreign corporation as
to which the United States person de-
scribed in paragraph (b)(1)(i)(A) of this
section is a section 1248 shareholder.

(i1) Special rules—(A) Receipt of foreign
stock in an exchange to which §1.367(a)-
7(c) applies. If an exchanging share-
holder is a domestic corporation that
transfers stock of a foreign acquired
corporation in an exchange under sec-
tion 361(a) or (b) (section 361 exchange)
to which the exception to section
367(a)(6) in §1.367(a)-7(c) applies, and
the exchanging shareholder receives
stock in either the foreign acquiring
corporation or foreign controlling cor-
poration (in the case of a triangular re-
organization), such exchange will not
be described in paragraph (b)(1)(i) of
this section only if immediately after
the exchanging shareholder’s receipt of
the foreign stock in the section 361 ex-
change, but prior to, and without tak-
ing into account, the exchanging share-
holder’s distribution of the foreign
stock under section 361(c)(1), the for-
eign acquired corporation, foreign ac-
quiring corporation, and foreign con-
trolling corporation (in the case of a
triangular reorganization) are con-
trolled foreign corporations as to
which the exchanging shareholder is a
section 1248 shareholder. See paragraph
(b)(1)(iii) of this section, Example 4, for
an illustration of this rule. If an ex-
change is not described in paragraph
(b)(1)(Q) of this section as a result of the
application of this paragraph, see
§§1.1248(f)-1(b)(3) and 1.1248(f)-2(c), as
applicable. For adjustments to the
basis of stock of the foreign surviving
corporation in certain triangular reor-
ganizations, see paragraph
(b)(1)(A1)(B)(2)(7) of this section.

(B) Special rules for certain triangular
reorganizations—(1) Receipt of domestic
stock. In the case of a triangular reor-
ganization in which the stock received
in the exchange is stock of a domestic
controlling corporation, such exchange
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is not described in paragraph (b)(1)(i) of
this section if immediately after the
exchange the following foreign cor-
porations are controlled foreign cor-
porations as to which the domestic
controlling corporation is a section
1248 shareholder—

(i) The foreign acquired corporation
and foreign surviving corporation, in
the case of a section 354 exchange of
the stock of the foreign acquired cor-
poration pursuant to a triangular B re-
organization.

(ii) The foreign surviving corpora-
tion, in the case of a section 354 or sec-
tion 3566 exchange of the stock of the
foreign acquired corporation pursuant
to a forward triangular merger, tri-
angular C reorganization, reverse tri-
angular merger, or triangular G reor-
ganization. See paragraph (b)(1)(iii) of
this section, Example 3B for an illustra-
tion of this rule.

(iii) The foreign acquired corporation
and foreign surviving corporation, in
the case of a section 361 exchange of
the stock of the foreign acquired cor-
poration by an exchanging shareholder
that is a foreign corporation described
in paragraph (b)(1)(i)(A)(2) of this sec-
tion and that is a foreign acquired cor-
poration the assets of which are ac-
quired in a triangular reorganization
described in paragraph (b)(1)({i)(B)(I)(ii)
of this section.

(iv) The foreign acquired corporation
and foreign surviving corporation, in
the case of a section 361 exchange of
the stock of the foreign acquired cor-
poration by an exchanging shareholder
that is a domestic corporation de-
scribed in paragraph (b)(1)(i)(A)(I) of
this section and that is acquired in a
triangular reorganization to which the
exception to section 367(a)(b) in
§1.367(a)-7(c) applies. See paragraph
(b)(1)(iii) of this section, Example 5 for
an illustration of this rule.

(2) Adjustments to basis of stock of for-
eign surviving corporation—(i) Section 361
exchanges to which §1.367(a)-7(c) applies.
If stock of the foreign acquired cor-
poration is acquired by the foreign sur-
viving corporation in a section 361 ex-
change by reason of triangular reorga-
nization (other than a triangular B re-
organization) to which the exception to
section 367(a)(b) provided in §1.367(a)-
T7(c) applies, and if paragraph (b)(1)(i) of
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this section does not apply to the sec-
tion 361 exchange by reason of
(b)(1)(Ai)(A) of this section (if the stock
received is stock of a foreign control-
ling corporation) or by reason of
(b)(1)(A1)(B)(I)(iv) of this section (if the
stock received is stock of a domestic
controlling corporation), then the con-
trolling corporation (foreign or domes-
tic) must apply the principles of
§1.367(b)-13 to adjust the basis of the
stock of the foreign surviving corpora-
tion so that the section 1248 amount in
the stock of the foreign acquired cor-
poration (determined when the foreign
surviving corporation acquires such
stock) is reflected in the stock of the
foreign surviving corporation imme-
diately after the exchange. See para-
graph (b)(1)(iii) of this section, Example
5, for an illustration of this rule.

(i1) Other exchanges. See §1.367(b)-13
for rules regarding the adjustment to
the basis of the stock of the foreign
surviving corporation in exchanges
pursuant to triangular reorganizations
that are not subject to paragraph
(b)(1)(A1)(B)(2)(i) of this section.

(iii) Examples. The following exam-
ples illustrate the rules of this para-
graph (b)(1):

Example 1. (i) Facts. FC1 is a foreign cor-
poration that is owned, directly and indi-
rectly (applying the ownership rules of sec-
tion 958), solely by foreign persons. DC is a
domestic corporation that is unrelated to
FC1. DC owns all of the outstanding stock of
FC2, a foreign corporation. Thus, under
§1.367(b)-2(a) and (b), DC is a section 1248
shareholder with respect to FC2, and FC2 is
a controlled foreign corporation. Under
§1.367(b)-2(c)(1), the section 1248 amount at-
tributable to the stock of FC2 held by DC is
$20. In a reorganization described in section
368(a)(1)(C), FC1 acquires all of the assets and
assumes all of the liabilities of FC2 in ex-
change for FC1 voting stock. The FC1 voting
stock received does not represent more than
50 percent of the voting power or value of
FC1’s stock. FC2 distributes the FC1 stock to
DC, and the FC2 stock held by DC is can-
celed.

(ii) Result. FC1 is not a controlled foreign
corporation immediately after the exchange.
As a result, the exchange is described in
paragraph (b)(1)(i) of this section. Under
paragraph (b) of this section, DC must in-
clude in income, as a deemed dividend from
FC2, the section 1248 amount ($20) attrib-
utable to the FC2 stock that DC exchanged.

Example 2. (i) Facts. The facts are the same
as in Example 1, except that the voting stock
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of FC1, which is received by FC2 in exchange
for its assets and distributed by FC2 to DC,
represents more than 50 percent of the vot-
ing power of FC1l’s stock under the rules of
section 957(a).

(ii) Result. Paragraph (b)(1)(i) of this sec-
tion does not apply to require inclusion in
income of the section 1248 amount, because
FC1 is a controlled foreign corporation as to
which DC is a section 1248 shareholder imme-
diately after the exchange.

Example 3. (i) Facts. The facts are the same
as in Example 1, except that FC2 receives and
distributes voting stock of FP, a foreign cor-
poration that is in control (within the mean-
ing of section 368(c)) of FC1, instead of re-
ceiving and distributing voting stock of FCI1.

(ii) Result. For purposes of section 367(a),
the transfer is an indirect stock transfer sub-
ject to section 367(a). See §1.367(a)-3(d)(1)(iv).
Accordingly, DC’s exchange of FC2 stock for
FP stock under section 354 will be taxable
under section 367(a) (and section 1248 will be
applicable) if DC fails to enter into a gain
recognition agreement in accordance with
§1.367(a)-8. Under §1.367(a)-3(b)(2), if DC en-
ters into a gain recognition agreement, the
exchange will be subject to the provisions of
section 367(b) and the regulations there-
under, as well as section 367(a). If FP and
FC1 are controlled foreign corporations as to
which DC is a (direct or indirect) section 1248
shareholder immediately after the reorga-
nization, then the section 367(b) result is the
same as in Example 2—that is, paragraph
(b)(1)(1) of this section does not apply to re-
quire inclusion in income of the section 1248
amount. Under these circumstances, the
amount of the gain recognition agreement
would equal the amount of the gain realized
on the indirect stock transfer. If FP or FC1
is not a controlled foreign corporation as to
which DC is a (direct or indirect) section 1248
shareholder immediately after the exchange,
then the section 367(b) result is the same as
in Example I—that is, DC must include in in-
come, as a deemed dividend from FC2, the
section 1248 amount ($20) attributable to the
FC2 stock that DC exchanged. Under these
circumstances, the amount of the gain rec-
ognition agreement would equal the amount
of the gain realized on the indirect stock
transfer, less the $20 section 1248 amount in-
clusion.

Example 3A. (i) Facts. The facts are the
same as in Example 3, except that FC1 merges
into FC2 in a reorganization described in sec-
tions 368(a)(1)(A) and (a)(2)(E). Pursuant to
the reorganization, DC exchanges its FC2
stock for stock of FP.

(ii) Result. The result is similar to the re-
sult in Example 3. The transfer is an indirect
stock transfer subject to section 367(a). See
§1.367(a)-3(d)(1)(ii). Accordingly, DC’s ex-
change of FC2 stock for FP stock will be tax-
able under section 367(a) (and section 1248
will be applicable) if DC fails to enter into a
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gain recognition agreement. If DC enters
into a gain recognition agreement, the ex-
change will be subject to the provisions of
section 367(b) and the regulations there-
under, as well as section 367(a). If FP and
FC2 are controlled foreign corporations as to
which DC is a section 1248 shareholder imme-
diately after the reorganization, then para-
graph (b)(1)(i) of this section does not apply
to require DC to include in income the sec-
tion 1248 amount attributable to the FC2
stock that was exchanged and the amount of
the gain recognition agreement is the
amount of gain realized on the indirect stock
transfer. If FP or FC2 is not a controlled for-
eign corporation as to which DC is a section
1248 shareholder immediately after the ex-
change, then DC must include in income as a
deemed dividend from FC2 the section 1248
amount ($20) attributable to the FC2 stock
that DC exchanged. Under these cir-
cumstances, the gain recognition agreement
would be the amount of gain realized on the
indirect transfer, less the $20 section 1248
amount inclusion.

Example 3B. (i) Facts. The facts are the
same as Erample 3, except that USP, a do-
mestic corporation, owns the controlling in-
terest (within the meaning of section 368(c))
in FC1 stock. In addition, FC2 merges into
FC1 in a reorganization described in sections
368(a)(1)(A) and (a)(2)(D). Pursuant to the re-
organization, DC exchanges its FC2 stock for
USP stock.

(ii) Result. Because DC receives stock of a
domestic corporation, USP, in the section
354 exchange, the transfer is not an indirect
stock transfer subject to section 367(a). Ac-
cordingly, the exchange will be subject only
to the provisions of section 367(b) and the
regulations thereunder. Under paragraph
(b)(1)(ii) of this section, because the stock re-
ceived is stock of a domestic corporation
(USP) and, immediately after the exchange,
USP is a section 1248 shareholder of FC1 (the
surviving corporation) and FCl1l is a con-
trolled foreign corporation, the exchange is
not described in paragraph (b)(1)(i) of this
section and DC is not required to include in
income the section 1248 amount attributable
to the FC2 stock that was exchanged. See
§1.367(b)-13(c) for the basis and holding pe-
riod rules applicable to this transaction,
which cause USP’s adjusted basis and hold-
ing period in the stock of FC1 after the
transaction to reflect the basis and holding
period that DC had in its FC2 stock.

Example 4. (i) Facts. DC1, a domestic cor-
poration, owns all of the outstanding stock
of DC2, a domestic corporation. DC2 owns
various assets, including all of the out-
standing stock of FC2, a foreign corporation.
The stock of FC2 has a value of $100, and DC2
has a basis of $30 in the stock. The section
1248 earnings and profits attributable to the
FC2 stock held by DC2 is $20. DC2 does not
own any stock other than the FC2 stock. FC1
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is a foreign corporation that is unrelated to
DC1, DC2, and FC2. In a reorganization de-
scribed in section 368(a)(1)(C), FC1 acquires
all of the assets of DC2 in exchange for the
assumption of DC2’s liabilities and voting
stock of FC1 that represents 20% of the out-
standing voting stock of FC1. DC2 distrib-
utes the FC1l stock to DC1l under section
361(c)(1), and the DC2 stock held by DC1 is
canceled. The exception to section 367(a)(5)
provided in §1.367(a)-7(c) applies to the sec-
tion 361 exchange. DC1 properly files a gain
recognition agreement that satisfies the con-
ditions of §§1.367(a)-3(e)(6) and 1.367(a)-8 to
qualify for nonrecognition treatment under
section 367(a) with respect to DC2’s transfer
of the FC2 stock to FC1l. See §1.367(a)-3(e).
FC1 is not a surrogate foreign corporation
(within the meaning of section 7874) because
DC1 does not hold at least 60% of the stock
of FC1 by reason of holding stock of DC2.

(ii) Result. DC2, the exchanging share-
holder, is a U.S. person and a section 1248
shareholder with respect to FC2, the foreign
acquired corporation. Whether DC2 is re-
quired to include in income the section 1248
amount attributable to the FC2 stock under
paragraph (b)(1)(i) of this section depends on
whether, immediately after DC2’s section 361
exchange of the FC2 stock for FC1 stock (and
before the distribution of the FC1 stock to
DC1 under section 361(c)(1)), FC1 and FC2 are
controlled foreign corporations as to which
DC2 is a section 1248 shareholder. See para-
graph (b)(1)(ii)(A) of this section. If, imme-
diately after the section 361 exchange (and
before the distribution of the FC1 stock to
DC1 under section 361(c)(1)), FC1 and FC2 are
both controlled foreign corporations as to
which DC2 is a section 1248 shareholder, then
DC2 is not required to include in income the
section 1248 amount attributable to the FC2
stock under paragraph (b)(1)(i) of this sec-
tion because neither condition in paragraph
(b)(1)(A)(B) of this section is satisfied. Alter-
natively, if immediately after the section 361
exchange (and before the distribution of the
FC1 stock to DC1 under section 361(c)(1)) ei-
ther FC1 or FC2 is not a controlled foreign
corporation as to which DC2 is a section 1248
shareholder, then, pursuant to paragraph
(b)(1)(i) of this section, DC2 must include in
income the section 1248 amount attributable
to the FC2 stock. For the treatment of DC2’s
transfer of assets other than the FC2 stock
to FC1, see section 367(a)(1) and (a)(3) and the
regulations under that section. Furthermore,
because DC2’s transfer of any other assets to
FC1 is pursuant to a section 361 exchange,
see section 367(a)(b) and §1.367(a)-7. If any of
the assets transferred are intangible assets
for purposes of section 367(d), see section
367(d). With respect to DC2’s distribution of
the FC1 stock to DC1 under section 361(c)(1),
see section 1248(f)(1), and §§1.1248(f)-1 and
1.1248(f)-2.
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Example 5. (i) Facts. DC1, a domestic cor-
poration, wholly owns DC2, a domestic cor-
poration. The DC2 stock has a $100x fair mar-
ket value, and DCI1 has a basis of $30x in the
stock. DC2’s only asset is all of the out-
standing stock of FC2, a foreign corporation.
The FC2 stock has a $100x fair market value,
and DC2 has a basis of $30x in the stock.
There are $20x of earnings and profits attrib-
utable to the FC2 stock for purposes of sec-
tion 1248. USP, a domestic corporation unre-
lated to DC1, DC2, and FC2, wholly owns FC1,
a foreign corporation. In a triangular reorga-
nization described in section 368(a)(1)(C), DC2
transfers all the FC2 stock to FC1 in ex-
change solely for voting stock of USP, and
distributes the USP stock to DC1 under sec-
tion 361(c)(1). DC1 exchanges its DC2 stock
for the USP stock under section 354. DC2’s
transfer of the FC2 stock to FC1 is described
in section 361(a) and therefore, under section
367(a)(b) and §1.367(a)-7, is generally subject
to section 367(a)(1). However, the exception
to section 367(a)(b) provided in §1.367(a)-7(c)
applies to the section 361 exchange. In addi-
tion, DC1 is not required to adjust the basis
of its USP stock (determined under section
3568) under section 367(a)(b) and §1.367(a)-
7(c)(3). DC1 properly files a gain recognition
agreement that satisfies the conditions of
§§1.367(a)-3(e)(6) and 1.367(a)-8 to qualify for
nonrecognition treatment under section
367(a) with respect to DC2’s transfer of the
FC2 stock to FC1. See §1.367(a)-3(e).

(ii) Result. Immediately after the exchange,
FC1 and FC2 are controlled foreign corpora-
tions as to which USP is a section 1248 share-
holder because USP directly and indirectly
owns all the FC1 stock and FC2 stock, re-
spectively. Because DC2 receives stock of a
domestic corporation (USP) in exchange for
the FC2 stock and, immediately after the ex-
change, FC1 and FC2 are controlled foreign
corporations as to which USP is a section
1248 shareholder, DC2’s exchange of the FC2
stock for the USP stock is not described in
paragraph (b)(1)(i) of this section. See para-
graph (b)()A1D)(B)(I)(iv) of this section.
Therefore, DC2 is not required to include in
income the section 1248 amount in the FC2
stock. Under paragraph (b)(1){i)(B)(2)(i) of
this section, USP must apply the principles
of §1.367(b)-13 to adjust the basis of its FC1
stock to preserve the section 1248 amount
($20x) in the FC2 stock. Under the principles
of §1.367(b)-13, each share of FC1 stock held
by USP after the exchange must be divided
into portions, one portion attributable to the
FC1 stock owned before the exchange and
one portion attributable to the FC2 stock re-
ceived in the exchange. The $30x basis in the
FC2 stock and the $20x earnings and profits
attributable to the FC2 stock before the ex-
change are attributable to the divided por-
tions of the FC1 stock to which the FC2
stock relates.
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(2) Receipt by exchanging shareholder
of preferred or other stock in certain in-
stances—(i) Rule. An exchange is de-
scribed in this paragraph (b)(2)(i) if—

(A) Immediately before the exchange,
the foreign acquired corporation and
the foreign acquiring corporations are
not members of the same affiliated
group (within the meaning of section
1504(a), but without regard to the ex-
ceptions set forth in section 1504(b),
and substituting the words ‘“more than
50" in place of the words ‘“‘at least 80"’
in sections 1504(a)(2)(A) and (B));

(B) Immediately after the exchange,
a domestic corporation meets the own-
ership threshold specified by section
902(a) or (b) such that it may qualify
for a deemed paid foreign tax credit if
it receives a distribution from the for-
eign acquiring corporation (directly or
through tiers); and

(C) The exchanging shareholder re-
ceives preferred stock (other than pre-
ferred stock that is fully participating
with respect to dividends, redemptions
and corporate growth) in consideration
for common stock or preferred stock
that is fully participating with respect
to dividends, redemptions and cor-
porate growth, or, in the discretion of
the Commissioner or the Commis-
sioner’s delegate (and without regard
to whether the stock exchanged is com-
mon stock or preferred stock), receives
stock that entitles it to participate
(through dividends, redemption pay-
ments or otherwise) disproportionately
in the earnings generated by particular
assets of the foreign acquired corpora-
tion or foreign acquiring corporation.

(ii) Examples. The following examples
illustrate the rules of this paragraph
(0)(2):

Example 1. (i) Facts. FC1 is a foreign cor-
poration. DC is a domestic corporation that
is unrelated to FC1. DC owns all of the out-
standing stock of FC2, a foreign corporation,
and FC2 has no outstanding preferred stock.
The value of FC2 is $100 and DC has a basis
of $560 in the stock of FC2. Under §1.367(b)-
2(c)(1), the section 1248 amount attributable
to the stock of FC2 held by DC is $20. In a re-
organization described in section 368(a)(1)(B),
FC1 acquires all of the stock of FC2 and, in
exchange, DC receives FC1 voting preferred
stock that constitutes 10 percent of the vot-
ing stock of FC1 for purposes of section
902(a). Immediately after the exchange, FC1
and FC2 are controlled foreign corporations
and DC is a section 1248 shareholder of FC1
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and FC2, so paragraph (b)(1)(i) of this section
does not require inclusion in income of the
section 1248 amount.

(ii) Result. Pursuant to §1.367(a)-3(b)(2), the
transfer is subject to both section 367(a) and
section 367(b). Under §1.367(a)-3(b)(1), DC will
not be subject to tax under section 367(a)(1)
if it enters into a gain recognition agree-
ment in accordance with §1.367(a)-8. Even
though paragraph (b)(1)(i) of this section
does not apply to require inclusion in income
by DC of the section 1248 amount, DC must
nevertheless include the $20 section 1248
amount in income as a deemed dividend from
FC2 under paragraph (b)(2)(i) of this section.
Thus, if DC enters into a gain recognition
agreement, the amount is $30 (the $50 gain
realized less the $20 recognized under section
367(b)). If DC fails to enter into a gain rec-
ognition agreement, it must include in in-
come under section 367(a)(1) the $50 of gain
realized ($20 of which is treated as a dividend
under section 1248). Section 367(b) does not
apply in such case.

Example 2. (i) Facts. The facts are the same
as in Example 1, except that DC owns all of
the outstanding stock of FC1 immediately
before the transaction.

(ii) Result. Both section 367(a) and section
367(b) apply to the transfer. Paragraph
(b)(2)(i) of this section does not apply to re-
quire inclusion of the section 1248 amount.
Under paragraph (b)(2)(i)(A) of this section,
the transaction is outside the scope of para-
graph (b)(2)(i) of this section because FC1
and FC2 are, immediately before the trans-
action, members of the same affiliated group
(within the meaning of such paragraph).
Thus, if DC enters into a gain recognition
agreement in accordance with §1.367(a)-8, the
amount of such agreement is $50. As in Exam-
ple 1, if DC fails to enter into a gain recogni-
tion agreement, it must include in income
$50, $20 of which will be treated as a dividend
under section 1248.

Example 3. (i) Facts. FC1 is a foreign cor-
poration. DC is a domestic corporation that
is unrelated to FC1. DC owns all of the out-
standing stock of FC2, a foreign corporation.
The section 1248 amount attributable to the
stock of FC2 held by DC is $20. In a reorga-
nization described in section 368(a)(1)(B), FC1
acquires all of the stock of FC2 in exchange
for FC1 voting stock that constitutes 10 per-
cent of the voting stock of FC1 for purposes
of section 902(a). The FC1 voting stock re-
ceived by DC in the exchange carries voting
rights in FC1, but by agreement of the par-
ties the shares entitle the holder to divi-
dends, amounts to be paid on redemption,
and amounts to be paid on liquidation, that
are to be determined by reference to the
earnings or value of FC2 as of the date of
such event, and that are affected by the
earnings or value of FC1 only if FC1 becomes
insolvent or has insufficient capital surplus
to pay dividends.
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(ii) Result. Under §1.367(a)-3(b)(1), DC will
not be subject to tax under section 367(a)(1)
if it enters into a gain recognition agree-
ment with respect to the transfer of FC2
stock to FC1. Under §1.367(a)-3(b)(2), the ex-
change will be subject to the provisions of
section 367(b) and the regulations thereunder
to the extent that it is not subject to tax
under section 367(a)(1). Furthermore, even if
DC would not otherwise be required to recog-
nize income under this section, the Commis-
sioner or the Commissioner’s delegate may
nevertheless require that DC include the $20
section 1248 amount in income as a deemed
dividend from FC2 under paragraph (b)(2)(i)
of this section.

(3) Certain recapitalizations. An ex-
change pursuant to a recapitalization
under section 368(a)(1)(E) shall be
deemed to be an exchange described in
this paragraph (b)(3) if the following
conditions are satisfied—

(i) During the 24-month period imme-
diately preceding or following the date
of the recapitalization, the corporation
that undergoes the recapitalization (or
a predecessor of, or successor to, such
corporation) also engages in a trans-
action that would be described in para-
graph (b)(2)(i) of this section but for
paragraph (b)(2)(1)(C) of this section, ei-
ther as the foreign acquired corpora-
tion or the foreign acquiring corpora-
tion; and

(ii) The exchange in the recapitaliza-
tion is described in paragraph
(b)(2)(1)(C) of this section.

(¢c) Exclusion of deemed dividend from
foreign personal holding company in-
come—(1) Rule. In the event the section
1248 amount is included in income as a
deemed dividend by a foreign corpora-
tion under paragraph (b) of this sec-
tion, such deemed dividend shall not be
included as foreign personal holding
company income under section 954(c).

(2) Example. The following example il-
lustrates the rule of this paragraph (c):

Example. (i) Facts. FC1 is a foreign corpora-
tion that is owned, directly and indirectly
(applying the ownership rules of section 958),
solely by foreign persons. DC is a domestic
corporation that is unrelated to FCl. DC
owns all of the outstanding stock of FC2, a
foreign corporation. FC2 owns all of the out-
standing stock of FC3, a foreign corporation.
Under §1.367(b)-2(c)(1), the section 1248
amount attributable to the stock of FC3 held
by FC2 is $20. In a reorganization described
in section 368(a)(1)(B), FC1 acquires from FC2
all of the stock of FC3 in exchange for FC1
voting stock. The FC1 voting stock received
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by FC2 does not represent more than 50 per-
cent of the voting power or value of FC1’s
stock.

(ii) Result. FC1 is not a controlled foreign
corporation immediately after the exchange.
Under paragraph (b)(1) of this section, FC2
must include in income, as a deemed divi-
dend from FC3, the section 1248 amount ($20)
attributable to the FC3 stock that FC2 ex-
changed. The deemed dividend is treated as a
dividend for purposes of the Internal Rev-
enue Code as provided in §1.367(b)-2(e)(2);
however, under this paragraph (c) the
deemed dividend is not foreign personal hold-
ing company income to FC2.

(d) Rules for subsequent sales or ex-
changes—(1) Rule. If an exchanging
shareholder (as defined in §1.1248-
8(b)(1)(iv)) is not required to include in
income as a deemed dividend the sec-
tion 1248 amount under paragraph (b)
of this section in a section 367(b) ex-
change described in paragraph (a) of
this section (non-inclusion exchange),
then, for purposes of applying section
367(b) or section 1248 to subsequent
sales or exchanges, and subject to the
limitation of §1.367(b)-2(d)(3)(ii) (in the
case of a transaction described in
§1.367(b)-3), the determination of the
earnings and profits attributable to the
stock an exchanging shareholder re-
ceives in the non-inclusion exchange
shall be determined pursuant to the
rules of section 1248 and the regula-
tions under that section.

(2) Example. The following example il-
lustrates the rules of this section. For
purposes of the example, assume that—

(i) There is no immediate gain rec-
ognition pursuant to section 367(a)(1)
and the regulations under that section
(either through operation of the rules
or because the appropriate parties have
entered into a gain recognition agree-
ment under §§1.367(a)-3(b) and 1.367(a)—
8);

(ii) References to earnings and profits
are to earnings and profits that would
be includible in income as a dividend
under section 1248 and the regulations
under that section if stock to which
the earnings and profits are attrib-
utable were sold or exchanged by its
shareholder;

(iii) Each corporation has only a sin-
gle class of stock outstanding and uses
the calendar year as its taxable year;
and
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(iv) Each transaction is unrelated to
all other transactions.

Example. Acquisition of the stock of a foreign
corporation that controls a foreign acquiring
corporation in a reorganization described in sec-
tion 368(a)(1)(C). (i) Facts. DC1, a domestic
corporation, has owned all the stock of
CFCl1, a controlled foreign corporation, since
its formation on January 1, year 1. CFC1 has
owned all the stock of CFC2, a controlled for-
eign corporation, since its formation on Jan-
uary 1, year 1. FC, a foreign corporation that
is not a controlled foreign corporation, has
owned all of the stock of FC2, a foreign cor-
poration, since its formation on January 1,
year 2. On December 31, year 3, pursuant to
a restructuring transaction that was a tri-
angular reorganization described in section
368(a)(1)(C), CFC1 transfers all of its assets,
including the CFC2 stock, to FC2 in ex-
change for 80% of the voting stock of FC.
CFC1 transfers the voting stock of FC to DC1
and the CFC1 stock is cancelled. Pursuant to
section 1223(1), DC1 is considered to have
held the stock of FC since January 1, year 1.
Under section 1223(2), FC2 is considered to
have held the stock of CFC2 since January 1,
year 1. On December 31, year 3, CFC1 has $100
of earnings and profits. From January 1,
yvear 4, until December 31, year 5, FC (a con-
trolled foreign corporation after the restruc-
turing transaction) accumulates an addi-
tional $50 of earnings and profits. FC2, a con-
trolled foreign corporation after the restruc-
turing transaction, accumulates $100 of earn-
ings and profits from January 1, year 4, until
December 31, year 5. On December 31, year 5,
FC is liquidated into DC1 in a transaction
described in section 332.

(ii) Result. Generally, this paragraph (d) re-
quires that DC1 include in income the earn-
ings and profits attributable to its stock in
FC as determined under §1.1248-8. However,
since the liquidation of FC into DC1 is a
transaction described in §1.367(b)-3, the earn-
ings and profits attributable to the stock of
FC are limited by §1.367(b)-2(d) (3)(ii) to that
portion of the earnings and profits accumu-
lated by FC itself before or after the restruc-
turing transaction, and do not include the
earnings and profits of FC’s subsidiaries ac-
cumulated before or after the restructuring
transaction. Thus, DC1 will include $40 of
earnings and profits in income (80% of the
$50 of earnings and profits accumulated by
FC after the restructuring transaction).

(e) [Reserved] For further guidance,
see §1.367(b)-4T(e).

(f) [Reserved] For further guidance,
see §1.367(b)-4T(f).
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(g) [Reserved] For further guidance,
see §1.367(b)-4T(g).

[T.D. 8862, 656 FR 3603, Jan. 24, 2000; 65 FR
66501, Nov. 6, 2000, as amended by T.D. 9243, 71
FR 4288, Jan. 26, 2006; T.D. 9250, 71 FR 8804,
Feb. 21, 2006; T.D. 9311, 72 FR 5183, Feb. 5,
2007; T.D. 9345, 72 FR 41444, July 30, 2007; T.D.
9444, 74 FR 6826, Feb. 11, 2009; T.D. 9446, 74 FR
6958, Feb. 11, 2009; T.D. 9614, 78 FR 17039, Mar.
19, 2013; T.D. 9760, 81 FR 15161, Mar. 22, 2016]

§1.367(b)-4T Acquisition of foreign
corporate stock or assets by a for-
eign corporation in certain non-
recognition transactions (tem-
porary).

(a) through (d) [Reserved] For further
guidance, see §1.367(b)-4(a) through (d).

(e) Application of section 367(b) to
transactions described in section
304(a)(1)—(1) Scope and general rule.
This section applies to the extent that,
pursuant to section 304(a)(1), an ex-
changing shareholder is treated as
transferring the stock of a foreign ac-
quired corporation to a foreign acquir-
ing corporation in a transaction to
which section 3b1(a) applies (deemed
section 351 exchange). Except to the ex-
tent provided in paragraph (e)(2) of this
section, a transfer of stock of a foreign
acquired corporation by an exchanging
shareholder in a deemed section 351 ex-
change shall not be subject to para-
graph (b) of this section.

(2) Special rule. Notwithstanding
paragraph (e)(1) of this section, a trans-
fer of stock of a foreign acquired cor-
poration by an exchanging shareholder
to a foreign acquiring corporation in a
deemed section 351 exchange shall be
subject to paragraph (b) of this section
to the extent the distribution received
by the exchanging shareholder in re-
demption of the stock of the foreign ac-
quiring corporation is applied against
and reduces, pursuant to section
301(c)(2), the basis of stock of the for-
eign acquiring corporation held by the
exchanging shareholder other than the
stock deemed issued by the foreign ac-
quiring corporation in the deemed sec-
tion 351 exchange.

(3) Allocation of income inclusion. If
the income inclusion resulting from
the application of paragraph (e)(2) of
this section is less than the section
1248 amount attributable to the shares
of stock of the foreign acquired cor-
poration transferred by the exchanging
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shareholder in the deemed section 351
exchange, the amount of the income in-
clusion attributable to each share of
stock transferred in the deemed section
351 exchange shall be determined by
multiplying the income inclusion by
the percentage that the section 1248
amount attributable to such share of
stock bears to the aggregate section
1248 amount attributable to all of the
shares of stock transferred in the
deemed section 351 exchange.

(4) Example. The rules of this para-
graph (e) are illustrated by the fol-
lowing example:

Example. (i) Facts. (A) FP, a foreign cor-
poration, wholly owns USP, a domestic cor-
poration. USP wholly owns CFC1, and CFC1
wholly owns CFC2. CFC2 wholly owns CFCa3.
CFC1, CFC2 and CFC3 are controlled foreign
corporations within the meaning of section
957(a). USP, CFC1, CFC2 and CFC3 use a cal-
endar taxable year. CFC1 owns 30% of the
outstanding stock of FS, a foreign corpora-
tion. FP owns the remaining 70% of the out-
standing stock of FS. The CFC2 stock has a
$40x basis and $100x fair market value. The
FS stock held by CFC1 has a $60x basis and
$100x fair market value. As of December 31,
yvear 1, CFC2 has $20x of section 1248 earnings
and profits, CFC3 has $40x of section 1248
earnings and profits, and FS has zero earn-
ings and profits. On December 31, year 1, in
a transaction described in section 304(a)(1),
CFC1 sells the CFC2 stock to FS for $100x
cash. F'S is not a controlled foreign corpora-
tion (within the meaning section 957(a)) ei-
ther before or after the sale of the CFC2
stock.

(B) Because CFC1 wholly owns CFC2 before
the transaction and is treated, under section
318, as indirectly owning 100% of the CFC2
stock after the transaction, under section
304(a)(1), CFC2 and FS are treated as if CFC1
contributed the CFC2 stock to FS in a
deemed section 351 exchange in exchange
solely for $100x of F'S stock, and then FS re-
deemed for $100x cash its stock deemed
issued to CFC1. Because CFC1 wholly owned
CFC2 before the transaction and is treated,
under section 318, as indirectly owning 100%
of CFC2 after the transaction, section 302(a)
does not apply to the redemption. Instead,
under section 302(d), the redemption is treat-
ed as a distribution to which section 301 ap-
plies. Pursuant to section 304(b)(2), $20x of
the distribution is treated as a dividend from
the earnings and profits of CFC2. With re-
spect to the remaining $80x, CFC1 takes the
position that $40x is applied against and re-
duces the basis of the FS stock deemed
issued in the transaction, and $40x is applied
against and reduces the basis of the F'S stock
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held by CFC1 prior to (and after) the trans-
action.

(ii) Analysis. Under paragraph (e)(2) of this
section, the transfer by CFC1 of the CFC2
stock to FS in the deemed section 351 ex-
change is subject to paragraph (b) of this sec-
tion to the extent the distribution received
by CFC1 in redemption of the FS stock
issued in the deemed section 351 exchange is
applied against and reduces, under section
301(c)(2), the basis of the F'S stock held by
CFC1 before (and after) the transaction.
Thus, because $40x of the distribution re-
ceived by CFC1 from FS in redemption of the
F'S stock issued in the deemed section 351 ex-
change is applied against and reduces, under
section 301(c)(2), the basis of the FS stock
held by CFC1 before (and after) the trans-
action, under paragraph (b) of this section,
CFCl must include $40x in income as a
deemed dividend. See §1.367(b)-2(e) for the
treatment of the $40x income inclusion. In
total, CFC1l recognizes dividend income of
$60x, $20x from the application of section
304(a)(1) to the sale of the CFC2 stock to FS
and $40x under paragraph (b) of this section
by reason of the application of paragraph
(e)(2) of this section.

(f) Effective/applicability date. Para-
graph (e) of this section applies to
transfers occurring on or after Feb-
ruary 10, 2009. See §1.367(b)-4, as con-
tained in 26 CFR part 1 revised as of
April 1, 2008, for transfers occurring on
or after February 21, 2006, and before
February 10, 2009.

(g) Expiration date. This section ex-
pires on or before February 10, 2012.

[T.D. 9444, 74 FR 6826, Feb. 11, 2009]

§1.367(b)-5 Distributions of stock de-
scribed in section 355.

(a) In general—(1) Scope. This section
provides rules relating to a distribu-
tion described in section 3565 (or so
much of section 356 as relates to sec-
tion 355) and to which section 367(b) ap-
plies. For purposes of this section, the
terms distributing corporation, controlled
corporation, and distributee have the
same meaning as used in section 355
and the regulations thereunder.

(2) Treatment of distributees as ex-
changing shareholders. For purposes of
the section 367(b) regulations, all
distributees in a transaction described
in paragraph (b), (¢), or (d) of this sec-
tion shall be treated as exchanging
shareholders that realize income in a
section 367(b) exchange.
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(b) Distribution by a domestic corpora-
tion—(1) General rule. In a distribution
described in section 355, if the distrib-
uting corporation is a domestic cor-
poration and the controlled corpora-
tion is a foreign corporation, the fol-
lowing general rules shall apply—

(i) If the distributee is a corporation,
then the controlled corporation shall
be considered to be a corporation; and

(ii) If the distributee is an individual,
then, solely for purposes of deter-
mining the gain recognized by the dis-
tributing corporation, the controlled
corporation shall not be considered to
be a corporation, and the distributing
corporation shall recognize any gain
(but not loss) realized on the distribu-
tion.

(2) Section 367(e) transactions. The
rules of paragraph (b)(1) of this section
shall not apply to a foreign distributee
to the extent gain is recognized under
section 367(e)(1) and the regulations
thereunder.

(3) Determining whether distributees are
individuals. All distributees in a dis-
tribution described in paragraph (b)(1)
of this section are presumed to be indi-
viduals. However, the shareholder iden-
tification principles of §1.367(e)-1(d)
(including the reporting procedures in
§1.367(e)-1(d)(2) and (3)) shall apply for
purposes of rebutting this presumption.

(4) Applicable cross-references. For
rules with respect to a distributee that
is a partnership, trust or estate, see
§1.367(b)-2(k). For additional rules re-
lating to a distribution of stock of a
foreign corporation by a domestic cor-
poration, see section 1248(f) and the
regulations thereunder. For additional
rules relating to a distribution de-
scribed in section 3556 by a domestic
corporation to a foreign distributee,
see section 367(e)(1) and the regulations
thereunder.

(c) Pro rata distribution by a controlled
foreign corporation—(1) Scope. This para-
graph (c) applies to a distribution de-
scribed in section 355 in which the dis-
tributing corporation is a controlled
foreign corporation and in which the
stock of the controlled corporation is
distributed pro rata to each of the dis-
tributing corporation’s shareholders.

(2) Adjustment to basis in stock and in-
come inclusion. If the distributee’s
postdistribution amount (as defined in
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paragraph (e)(2) of this section) with
respect to the distributing or con-
trolled corporation is less than the
distributee’s predistribution amount
(as defined in paragraph (e)(1) of this
section) with respect to such corpora-
tion, then the distributee’s basis in
such stock immediately after the dis-
tribution (determined under the nor-
mal principles of section 358) shall be
reduced by the amount of the dif-
ference. However, the distributee’s
basis in such stock shall not be reduced
below zero, and to the extent the fore-
going reduction would have reduced
basis below zero, the distributee shall
instead include such amount in income
as a deemed dividend from such cor-
poration.

(3) Interaction with §1.367(b)-2(e)(3)(ii).
The Dbasis increase provided in
§1.367(b)-2(e)(3)(ii) shall not apply to a
deemed dividend that is included in in-
come pursuant to paragraph (c)(2) of
this section.

(4) Basis redistribution. If a distributee
reduces the basis in the stock of the
distributing or controlled corporation
(or has an inclusion with respect to
such stock) under paragraph (c)(2) of
this section, the distributee shall in-
crease its basis in the stock of the
other corporation by the amount of the
basis decrease (or deemed dividend in-
clusion) required by paragraph (c)(2) of
this section. However, the distributee’s
basis in such stock shall not be in-
creased above the fair market value of
such stock and shall not be increased
to the extent the increase diminishes
the distributee’s postdistribution
amount with respect to such corpora-
tion.

(d) Non-pro rata distribution by a con-
trolled foreign corporation—(1) Scope.
This paragraph (d) applies to a dis-
tribution described in section 355 in
which the distributing corporation is a
controlled foreign corporation and in
which the stock of the controlled cor-
poration is not distributed pro rata to
each of the distributing corporation’s
shareholders.

(2) Treatment of certain shareholders as
distributees. For purposes of the section
367(b) regulations, all persons owning
stock of the distributing corporation
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immediately after a transaction de-
scribed in paragraph (d)(1) of this sec-
tion shall be treated as distributees of
such stock. For other applicable rules,
see paragraph (a)(2) of this section.

(3) Inclusion of excess section 1248
amount by exchanging shareholder. If the
distributee’s postdistribution amount
(as defined in paragraph (e)(2) of this
section) with respect to the distrib-
uting or controlled corporation is less
than the distributee’s predistribution
amount (as defined in paragraph (e)(1)
of this section) with respect to such
corporation, then the distributee shall
include in income as a deemed dividend
the amount of the difference. For pur-
poses of this paragraph (d)(3), if a dis-
tributee owns no stock in the distrib-
uting or controlled corporation imme-
diately after the distribution, the
distributee’s postdistribution amount
with respect to such corporation shall
be zero.

4) Interaction with $1.367(b)—
2(e)(3)(ii))—({) Limited application. The
basis increase provided in §1.367(b)—
2(e)(3)(ii) shall apply to a deemed divi-
dend that is included in income pursu-
ant to paragraph (d)(3) of this section
only to the extent that such basis in-
crease does not increase the
distributee’s basis above the fair mar-
ket value of such stock and does not di-
minish the distributee’s
postdistribution amount with respect
to such corporation.

(i1) Interaction with predistribution
amount. For purposes of this paragraph
(d), the distributee’s predistribution
amount (as defined in paragraph (e)(1)
of this section) shall be determined
without regard to any basis increase
permitted under paragraph (d)(4)(i) of
this section.

(e)  Definitions—(1)  Predistribution
amount. For purposes of this section,
the predistribution amount with re-
spect to a distributing or controlled
corporation is the distributee’s section
1248 amount (as defined in §1.367(b)—
2(c)(1)) computed immediately before
the distribution (and after any section
368(a)(1)(D) transfer connected with the
section 355 distribution), but only to
the extent that such amount is attrib-
utable to the distributing corporation
and any corporations controlled by it
immediately before the distribution
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(the distributing group) or the con-
trolled corporation and any corpora-
tions controlled by it immediately be-
fore the distribution (the controlled
group), as the case may be, under the
principles of §§1.1248-1(d)(3), 1.1248-2
and 1.1248-3. However, the
predistribution amount with regard to
the distributing group shall be com-
puted without taking into account the
distributee’s predistribution amount
with respect to the controlled group.

(2) Postdistribution amount. For pur-
poses of this section, the
postdistribution amount with respect
to a distributing or controlled corpora-
tion is the distributee’s section 1248
amount (as defined in §1.367(b)-2(c)(1))
with respect to such stock, computed
immediately after the distribution (but
without regard to paragraph (c) or (d)
of this section (whichever is applica-
ble)). The postdistribution amount
under this paragraph (e)(2) shall be
computed before taking into account
the effect (if any) of any inclusion
under section 356(a) or (b).

(f) Exclusion of deemed dividend from
foreign personal holding company income.
In the event an amount is included in
income as a deemed dividend by a for-
eign corporation under paragraph (c) or
(d) of this section (including amounts
received as an intermediate owner
under the rule of §1.367(b)-2(e)(2)), such
deemed dividend shall not be included
as foreign personal holding company
income under section 954(c).

(g) Examples. The following examples
illustrate the rules of this section:

Example 1. (i) Facts. USS, a domestic cor-
poration, owns 40 percent of the outstanding
stock of FD, a controlled foreign corporation
(CFC). USS has owned the stock since FD
was incorporated, and FD has always been a
CFC. USS has a basis of $80 in its FD stock,
which has a fair market value of $200. FD
owns 100 percent of the outstanding stock of
FC, a foreign corporation. FD has owned the
stock since FC was incorporated. Neither FD
nor FC own stock in any other corporation.
FD has earnings and profits of $0 and a fair
market value of $250 (not considering its
ownership of FC). FC has earnings and prof-
its of $300, none of which is described in sec-
tion 1248(d), and a fair market value of $250.
In a pro rata distribution described in sec-
tion 355, FD distributes to USS stock in FC
worth $100; thereafter, USS’s FD stock is
worth $100 as well.
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(ii) Result—(A) FD’s distribution is a trans-
action described in paragraph (c)(1) of this
section. Under paragraph (c)(2) of this sec-
tion, USS must compare its predistribution
amounts with respect to FD and FC to its re-
spective postdistribution amounts. Under
paragraph (e)(1) of this section, USS’s
predistribution amount with respect to FD
or FC is its section 1248 amount computed
immediately before the distribution, but
only to the extent such amount is attrib-
utable to FD or FC. Under §1.367(b)-2(c)(1),
USS’s section 1248 amount computed imme-
diately before the distribution is $120, all of
which is attributable to FC. Thus, USS’s
predistribution amount with respect to FD is
$0, and its predistribution amount with re-
spect to FC is $120. These amounts are com-
puted as follows: If USS had sold its FD
stock immediately before the transaction, it
would have recognized $120 of gain ($200 fair
market value $80 basis). All of the gain
would have been treated as a dividend under
section 1248, and all of the section 1248
amount would have been attributable to FC
(based on USS’s pro rata share of FC’s earn-
ings and profits (40 percent x $300)).

(B) Under paragraph (e)(2) of this section,
USS’s postdistribution amount with respect
to FD or FC is its section 1248 amount with
respect to such corporation, computed im-
mediately after the distribution (but without
regard to paragraph (c) of this section).
Under §1.367(b)-2(c)(1), USS’s section 1248
amounts computed immediately after the
distribution with respect to FD and FC are $0
and $60, respectively. These amounts, which
are USS’s postdistribution amounts, are
computed as follows: Under the normal prin-
ciples of section 358, USS allocates its $80
predistribution basis in FD between FD and
FC according to the stock blocks’ relative
values, yielding a $40 basis in each block. If
USS sold its FD stock immediately after the
distribution, none of the resulting gain
would be treated as a dividend under section
1248. If USS sold its FC stock immediately
after the distribution, it would have a $60
gain ($100 fair market value—$40 basis), all of
which would be treated as a dividend under
section 1248.

(C) The basis adjustment and income inclu-
sion rules of paragraph (c)(2) of this section
apply to the extent of any difference between
USS’s postdistribution and predistribution
amounts. In the case of FD, there is no dif-
ference between the two amounts and, as a
result, no adjustment or income inclusion is
required. In the case of FC, USS’s
postdistribution amount is $60 less than its
predistribution amount. Accordingly, under
paragraph (c)(2) of this section, USS is re-
quired to reduce its basis in its FC stock
from $40 to $0 and include $20 in income as a
deemed dividend. Under §1.367(b)-2(e)(2), the
$20 deemed dividend is considered as having
been paid by FC to FD, and by FD to USS,
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immediately prior to the distribution. Under
paragraph (f) of this section, the deemed div-
idend is not included by FD as foreign per-
sonal holding company income under section
954(c). Under paragraph (c)(3) of this section,
the basis increase provided in §1.367(b)-
2(e)(3)(ii) does not apply with regard to the
$20 deemed dividend. Under the rules of para-
graph (c)(4) of this section, USS increases its
basis in FD by the amount by which it de-
creased its basis in FC, as well as by the
amount of its deemed dividend inclusion ($40
+ $40 + $20 = $100).

Example 2. (i) Facts. USS1 and USS2, do-
mestic corporations, each own 50 percent of
the outstanding stock of FD, a controlled
foreign corporation (CFC). USS1 and USS2
have owned their FD stock since it was in-
corporated, and FD has always been a CFC.
USS1 and USS2 each have a basis of $500 in
their FD stock, and the fair market value of
each block of FD stock is $750. FD owns 100
percent of the outstanding stock of FC, a for-
eign corporation. FD owned the stock since
FC was incorporated. Neither FD nor FC own
stock in any other corporation. FD has earn-
ings and profits of $0 and a fair market value
of $750 (not considering its ownership of FC).
FC has earnings and profits of $500, none of
which is described in section 1248(d), and a
fair market value of $750. In a non-pro rata
distribution described in section 355, FD dis-
tributes all of the stock of FC to USS2 in ex-
change for USS2’s FD stock.

(ii) Result—(A) FD’s distribution is a trans-
action described in paragraph (d)(1) of this
section. Under paragraph (d)(2) of this sec-
tion, USS1 is considered a distributee of FD
stock. Under paragraph (d)(3) of this section,

USS1 and USS2 must compare their
predistribution amounts with respect to FD
and FC stock to their  respective

postdistribution amounts. Under paragraph
(e)(1) of this section, USS1’s predistribution
amount with respect to FD or FC is USSI’s
section 1248 amount computed immediately
before the distribution, but only to the ex-
tent such amount is attributable to FD or
FC. USS2’s predistribution amount is deter-
mined in the same manner. Under §1.367(b)-
2(c)(1), USS1 and USS2 each have a section
1248 amount computed immediately before
the distribution of $250, all of which is at-
tributable to FC. Thus, USS1 and USS2 each
have a predistribution amount with respect
to FD of $0, and each have a predistribution
amount with respect to FC of $250. These
amounts are computed as follows: If either
USS1 or USS2 had sold its FD stock imme-
diately before the transaction, it would have
recognized $250 of gain ($750 fair market
value—3$500 basis). All of the gain would have
been treated as a dividend under section 1248,
and all of the section 1248 amount would
have been attributable to FC (based on
USS1l’s and USS2’s pro rata shares of FC’s
earnings and profits (50 percent x $500)).

460



Internal Revenue Service, Treasury

(B) Under paragraph (d)(3) of this section, a
distributee that owns no stock in the distrib-
uting or controlled corporation immediately
after the distribution has a postdistribution
amount with regard to that stock of zero.
Accordingly, USS2 has a postdistribution
amount of $0 with respect to FD and USS1
has a postdistribution amount of $0 with re-
spect to FC. Under paragraph (e)(2) of this
section, USSl’s postdistribution amount
with respect to FD is its section 1248 amount
with respect to such corporation, computed
immediately after the distribution (but
without regard to paragraph (d) of this sec-
tion). USS2’s postdistribution amount with
respect to FC is determined in the same
manner. Under §1.367(b)-2(c)(1), USS1’s sec-
tion 1248 amount computed immediately
after the distribution with respect to FD is
$0 and USS2’s section 1248 amount computed
immediately after the distribution with re-
spect to FC is $250. These amounts, which are
USS1’s and USS2’s postdistribution amounts,
are computed as follows: After the non-pro
rata distribution, USS1 owns all the stock of
FD and USS2 owns all the stock of FC. If
USS1 sold its FD stock immediately after
the distribution, none of the resulting $250
gain ($750 fair market value $500 basis) would
be treated as a dividend under section 1248. If
USS2 sold its FC stock immediately after
the distribution, it would have a $250 gain
($750 fair market value—$500 basis), all of
which would be treated as a dividend under
section 1248.

(C) The income inclusion rule of paragraph
(d)(3) of this section applies to the extent of
any difference between USSI1’s and USS2’s
postdistribution and predistribution
amounts. In the case of USS2, there is no dif-
ference between the two amounts with re-
spect to either FD or FC and, as a result, no
income inclusion is required. In the case of
USS1, there is no difference between the two
amounts with respect to its FD stock. How-
ever, USSIl’s postdistribution amount with
respect to FC 1is $250 1less than its
predistribution amount. Accordingly, under
paragraph (d)(3) of this section, USS1 is re-
quired to include $250 in income as a deemed
dividend. Under §1.367(b)-2(e)(2), the $250
deemed dividend is considered as having been
paid by FC to FD, and by FD to USSI1, imme-
diately prior to the distribution. This
deemed dividend increases USS1l’s basis in
FD ($500 + $250 = $750). Under paragraph (f) of
this section, the deemed dividend is not in-
cluded by FD as foreign personal holding
company income under section 954(c).

[T.D. 8862, 66 FR 3606, Jan. 24, 2000; 656 FR
66502, Nov. 6, 2000]

§1.367(b)-6 Effective/applicability
dates and coordination rules.

(a) Effective/applicability dates—(1) In
general. (i) Except as otherwise pro-
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vided in this paragraph (a)(1) and para-
graph (a)(2) of this section, §§1.367(b)-1
through 1.367(b)-5, and this section,
apply to section 367(b) exchanges that
occur on or after February 23, 2000.

(ii) The rules of §§1.367(b)-3 and
1.367(b)-4, as they apply to reorganiza-
tions described in section 368(a)(1)(A)
(including reorganizations described in
section 368(a)(2)(D) or (a)(2)(E)) involv-
ing a foreign acquiring or foreign ac-
quired corporation, apply only to
transfers occurring on or after January
23, 2006.

(iii) The second sentence of para-
graph §1.367(b)-4(a) applies to section
304(a)(1) transactions occurring on or
after February 23, 2006; however, tax-
payers may rely on this sentence for
all section 304(a)(1) transactions occur-
ring in open taxable years.

(iv) Section 1.367(b)-1(c)(2)(V),
(©)(3)(Ii)(A), (e)@(dv), ©)@(v),
§1.367(b)-2(j)(1)() and (1), and §1.367(b)-
3(e) and (f), apply to section 367(b) ex-
changes that occur on or after Novem-
ber 6, 2006. For guidance with respect
to §1.367(b)-1(c)(3)({1)(A), (c)(4)(iv), and
(©)@)(v) and §1.367(b)-2(j)(1)(i) for ex-
changes that occur before November 6,
2006, see 26 CFR part 1 revised as of
April 1, 2006.

(v) Section 1.367(b)-4(a), §1.367(b)-
4(b)(LH(H(B)H(2), §1.367(b)-4(b)(1)(ii),
§1.367(b)-4(b)(1)(iii), Example 4 and Ex-
ample 5 apply to section 367(b) ex-
changes that occur on or after April 18,
2013. For guidance with respect to
§1.367(b)-4(a), §1.367(b)-4(b)(L)HA)(B)(2),
§1.367(b)-4(b)(1)(ii) and §1.367(b)-
4(b)(1)(iii), Example 4, for exchanges
that occur before April 18, 2013, see 26
CFR part 1 revised as of April 1, 2012.

(2) Exception. A taxpayer may, how-
ever, elect to have §§1.367(b)-1 through
1.367(b)-5, and this section, apply to
section 367(b) exchanges that occur (or
occurred) before February 23, 2000, if
the due date for the taxpayer’s timely
filed Federal tax return (including ex-
tensions) for the taxable year in which
the section 367(b) exchange occurs (or
occurred) is after February 23, 2000.
The election under this paragraph
(a)(2) will be valid only if—

(i) The electing taxpayer makes the
election on a timely filed section 367(b)
notice;
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(ii) In the case of an exchanging
shareholder that is a foreign corpora-
tion, the election is made on the sec-
tion 367(b) notice that is filed by each
of its shareholders listed in §1.367(b)-
1(c)(3)(ii); and

(iii) The electing taxpayer provides
notice of the election to all corpora-
tions (or their successors in interest)
whose earnings and profits are affected
by the election on or before the date
the section 367(b) notice is filed.

(b) Certain recapitalications described
in §1.367(b)—4(b)(3). In the case of a re-
capitalization described in §1.367(b)-
4(b)(3) that occurred prior to July 20,
1998, the exchanging shareholder shall
include the section 1248 amount on its
tax return for the taxable year that in-
cludes the exchange described in
§1.367(b)-4(b)(3)(i) (and not in the tax-
able year of the recapitalization), ex-
cept that no inclusion is required if
both the recapitalization and the ex-
change described in §1.367(b)-4(b)(3)(Q)
occurred prior to July 20, 1998.

(c) Use of reasonable method to comply
with prior published guidance—(1) Prior
exchanges. The taxpayer may use a rea-
sonable method to comply with the fol-
lowing prior published guidance to the
extent such guidance relates to section
367(b): Notice 88-71 (1988-2 C.B. 374); No-
tice 89-30 (1989-1 C.B. 670); and Notice
89-79 (1989-2 C.B. 392) (see §601.601(d)(2)
of this chapter). This rule applies to
section 367(b) exchanges that occur (or
occurred) before February 23, 2000, or,
if a taxpayer makes the election de-
scribed in paragraph (a)(2) of this sec-
tion, for section 367(b) exchanges that
occur (or occurred) before the date de-
scribed in paragraph (a)(2) of this sec-
tion. This rule also applies to section
367(b) exchanges and distributions de-
scribed in paragraph (d) of this section.

(2) Future exchanges. Section 367(b)
exchanges that occur on or after Feb-
ruary 23, 2000, (or, if a taxpayer makes
the election described in paragraph
(a)(2) of this section, for section 367(b)
exchanges that occur on or after the
date described in paragraph (a)(2) of
this section) are governed by the sec-
tion 367(b) regulations and, as a result,
paragraph (c)(1) of this section shall
not apply.

(d) Effect of removal of attribution
rules. To the extent that the rules
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under §§7.367(b)-9 and 7.367(b)-10(h) of
this chapter, as in effect prior to Feb-
ruary 23, 2000 (see 26 CFR part 1, re-
vised as of April 1, 1999), attributed
earnings and profits to the stock of a
foreign corporation in connection with
an exchange described in section 351,
364, 365, or 356 before February 23, 2000,
the foreign corporation shall continue
to be subject to the rules of §7.367(b)-12
of this chapter in the event of any sub-
sequent exchanges and distributions
with respect to such stock, notwith-
standing the fact that such subsequent
exchange or distribution occurs on or
after the effective date described in
paragraph (a) of this section.

[T.D. 8862, 65 FR 3608, Jan. 24, 2000, as amend-
ed by T.D. 9243, 71 FR 4289, Jan. 26, 2006; T.D.
9250, 71 FR 8805, Feb. 21, 2006; T.D. 9243, 71 FR
28266, May 16, 2006; T.D. 9273, 71 FR 44895,
Aug. 8, 2006; 73 FR 14386, Mar. 18, 2008; T.D.
9614, 78 FR 17041, Mar. 19, 2013]

§1.367(b)-7 Carryover of earnings and
profits and foreign income taxes in
certain  foreign-to-foreign  non-
recognition transactions.

(a) Scope. This section applies to an
acquisition by a foreign corporation
(foreign acquiring corporation) of the
assets of another foreign corporation
(foreign target corporation) in a trans-
action described in section 381 (foreign
section 381 transaction). This section
describes the manner and extent to
which earnings and profits and foreign
income taxes of the foreign acquiring
corporation and the foreign target cor-
poration carry over to the surviving
foreign corporation (foreign surviving
corporation) and the ordering of dis-
tributions by the foreign surviving cor-
poration. See §1.367(b)-9 for special
rules governing reorganizations de-
scribed in section 368(a)(1)(F) and for-
eign section 381 transactions involving
foreign corporations that hold no prop-
erty and have no tax attributes imme-
diately before the transaction, other
than a nominal amount of assets (and
related tax attributes).

(b) General rules—(1) Non-previously
taxed earnings and profits and related
taxes. Barnings and profits and related
foreign income taxes of the foreign ac-
quiring corporation and the foreign
target corporation (pre-transaction
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earnings and pre-transaction taxes, re-
spectively) shall carry over to the for-
eign surviving corporation in the man-
ner described in paragraphs (d), (e), and
(f) of this section. Dividend distribu-
tions by the foreign surviving corpora-
tion (post-transaction distributions)
shall be out of earnings and profits and
shall reduce related foreign income
taxes in the manner described in para-
graph (c) of this section.

(2) Previously taxed earnings and prof-
its. [Reserved]

(c) Ordering rule for post-transaction
distributions. Dividend distributions out
of a foreign surviving corporation’s
earnings and profits shall be ordered in
accordance with the rules of paragraph
(¢)(1) or (2) of this section, depending
on whether the foreign surviving cor-
poration is a pooling corporation or a
nonpooling corporation.

(1) If foreign surviving corporation is a
pooling corporation. In the case of a for-
eign surviving corporation that is a
pooling corporation, post-transaction
distributions shall be first out of the
post-1986 pool (as described in para-
graph (d) of this section) and second
out of the pre-pooling annual layers (as
described in paragraph (e)(1) of this
section) under an annual last-in, first-
out (LIFO) method.

(2) If foreign surviving corporation is a
nonpooling corporation. In the case of a
foreign surviving corporation that is a
nonpooling corporation, post-trans-
action distributions shall be out of the
pre-pooling annual layers (as described
in paragraph (e)(2) of this section)
under the LIFO method.

(d) Post-1986 pool. If the foreign sur-
viving corporation is a pooling corpora-
tion, then the post-1986 pool shall be
determined under the rules of this
paragraph (d).

(1) In general—(i) Qualifying earnings
and tares. The post-1986 pool shall con-
sist of the post-1986 undistributed earn-
ings and related post-1986 foreign in-
come taxes of the foreign acquiring
corporation and the foreign target cor-
poration.

(i1) Carryover rule. Subject to para-
graph (d)(2) of this section, the
amounts described in  paragraph
(d)(1)({@) of this section attributable to
the foreign acquiring corporation and
the foreign target corporation shall
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carry over to the foreign surviving cor-
poration and shall be combined on a
separate category-by-separate category
basis.

(2) Hovering deficit—(@i) In general. If
immediately prior to the foreign sec-
tion 381 transaction either the foreign
acquiring corporation or the foreign
target corporation has a deficit in one
or more separate categories of post-1986
undistributed earnings or an aggregate
deficit in pre-1987 accumulated profits,
such deficit will be a hovering deficit
of the foreign surviving corporation.
The rules of this paragraph (d)(2) apply
to hovering deficits in separate cat-
egories of post-1986 undistributed earn-
ings. See paragraphs (e)(1)(iii) and
(e)(2)(iii) of this section for rules that
apply to hovering deficits in pre-1987
accumulated profits. If the foreign ac-
quiring corporation and the foreign
target corporation each have a post-
1986 hovering deficit in the same sepa-
rate category of post-1986 undistributed
earnings, such deficits and their re-
lated post-1986 foreign income taxes
shall be combined for purposes of ap-
plying this paragraph (d)(2). See also
paragraphs (f)(1) and (4) of this section
(describing other rules applicable to a
deficit described in this paragraph
(d)(2)).

(ii) Offset rule. A hovering deficit in a
separate category of post-1986 undis-
tributed earnings shall offset only
earnings and profits accumulated by
the foreign surviving corporation after
the foreign section 381 transaction
(post-transaction earnings) in the same
separate category of post-1986 undis-
tributed earnings. For purposes of this
rule, however, post-transaction earn-
ings do not include post-1986 undistrib-
uted earnings in the same category
that are earned after the foreign sec-
tion 381 transaction, but are distrib-
uted or deemed distributed in the same
year they are earned (that is, that do
not become accumulated). The offset
shall occur as of the first day of the
foreign surviving corporation’s first
taxable year following the year in
which the post-transaction earnings
accumulated.

(iii) Related taxes. Post-1986 foreign
income taxes that are related to a hov-
ering deficit in a separate category of
post-1986 undistributed earnings shall
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only be added to the foreign surviving
corporation’s post-1986 foreign income
taxes in that separate category on a
pro rata basis as the hovering deficit is
absorbed. Pro rata means in the same
proportion as the portion of the hov-
ering deficit that offsets post-trans-
action earnings in the separate cat-
egory under paragraph (d)(2)(ii) of this
section bears to the total amount of
the hovering deficit.

(3) Examples. The following examples
illustrate the rules of this paragraph
(d). The examples assume the following
facts: Foreign corporations A and B are
controlled foreign corporations (CFCs)
that were incorporated after December
31, 1986, have always been pooling cor-
porations, and have always had cal-
endar taxable years. None of the share-
holders of foreign corporations A and B
are required to include any amount in
income under §1.367(b)-4 as a result of
the foreign section 381 transaction.
Foreign corporations A and B (and all
of their respective qualified business
units as defined in section 989) main-
tain a ‘“‘u” functional currency. Fi-
nally, unless otherwise stated, any
post-1986 undistributed earnings in the
passive category resulted from a look-
through dividend that was paid by a
lower-tier CFC out of earnings accumu-
lated when the CFC was a noncon-
trolled section 902 corporation and that
qualified for the subpart F same-coun-
try exception under section 954(c)(3)(A).
The examples are as follows:

Example 1. (i) Facts. (A) On December 31,
2006, foreign corporations A and B have the
following post-1986 undistributed earnings
and post-1986 foreign income taxes:

Separate category E&P Fgfégsn

Foreign Corporation A
General .... 300u $60
Passive .... 100u 40
400u $100

Foreign Corporation B
General .... . ‘ 300u ‘ $70

(B) On January 1, 2007, foreign corporation
B acquires the assets of foreign corporation
A in a reorganization described in section
368(a)(1)(C). Immediately following the for-
eign section 381 transaction, foreign sur-
viving corporation is a CFC.
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(ii) Result. Under the rules described in
paragraph (d)(1) of this section, foreign sur-
viving corporation has the following post-
1986 undistributed earnings and post-1986 for-
eign income taxes:

Separate category E&P ngi;%n

General ... 600u $130
Passive .... 100U 0
700u $170

(iii) Post-transaction distribution. (A) During
2007, foreign surviving corporation does not
accumulate any earnings and profits or pay
or accrue any foreign income taxes. On De-
cember 31, 2007, foreign surviving corpora-
tion distributes 350u to its shareholders.
Under the rules described in §1.902-1(d)(1)
and paragraph (c)(1) of this section, the dis-
tribution is out of, and reduces, post-1986 un-
distributed earnings and post-1986 foreign in-
come taxes in the separate categories on a
pro rata basis, as follows:

Separate category E&P F&rg%n

General .... 300u $65
Passive .... 50u 20
350u $85

(B) The foreign income taxes deemed paid
by qualifying shareholders of foreign sur-
viving corporation upon the distribution are
subject to generally applicable rules and lim-
itations, such as those of sections 78, 902, and
904(d).

(C) Immediately after the distribution, for-
eign surviving corporation has the following
post-1986 undistributed earnings and post-
1986 foreign income taxes:

Separate category E&P F&T)‘(esijgsn

General .... 300u $65
Passive .... 50u 20
350u $85

Example 2. (i) Facts. (A) On December 31,
2006, foreign corporations A and B have the
following post-1986 undistributed earnings
and post-1986 foreign income taxes:

Separate category E&P F&rg%n

Foreign Corporation A
General .... 200u $30
Passive .... (100u) 10
100u $40

Foreign Corporation B
GENEIAl ..o 300u ‘ $60
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Separate category E&P Foreign

taxes
Passive ... 100u 30
400u $90

(B) On January 1, 2007, foreign corporation
B acquires the assets of foreign corporation

§1.367(b)-7

A in a reorganization described in section
368(a)(1)(C). Immediately following the for-
eign section 381 transaction, foreign sur-
viving corporation is a CFC.

(ii) Result. Under the rules described in
paragraphs (d)(1) and (2) of this section, for-
eign surviving corporation has the following
post-1986 undistributed earnings and post-
1986 foreign income taxes:

Earnings & profits Foreign taxes
Foreign
Separate category i . Foreign taxes asso-
P%Sétg’ e Hg;ﬁgir;g taxes ciated with
available hovering
deficit
General .. 500U | weverereereiieenns $90 | oo
Passive .. 100u (100u) 30 $10
600u (100u) $120 $10
(iii) Post-transaction distribution. (A) During Foreign
. s . S t t E&P
2007, foreign surviving corporation does not eparate category taxes
accumulate any ea._rmnigs and prOfltS or pay PasSSIVE ..oooveeeireieeeeseee s 50u 15
or accrue any foreign income taxes. On De-
cember 31, 2007, foreign surviving corpora- 300u $60

tion distributes 300u to its shareholders.
Under the rules described in §1.902-1(d)(1)
and paragraph (c)(1) of this section, the dis-
tribution is out of, and reduces, post-1986 un-
distributed earnings and post-1986 foreign in-
come taxes on a pro rata basis as follows:

E&P Foreign

Separate category taxes

(B) The foreign income taxes deemed paid
by qualifying shareholders of foreign sur-
viving corporation upon the distribution are
subject to generally applicable rules and lim-
itations, such as those of sections 78, 902, and
904(d).

(C) Immediately after the distribution, for-
eign surviving corporation has the following
post-1986 undistributed earnings and post-

General 250u $45 1986 foreign income taxes:
Earnings & profits Foreign taxes
) Foreign
Separate category Positive Hovering Ftc;rggn asé%)é?;ed
E&P deficit available with hov-
ering deficit
General .. 250U | o $45 | L
Passive .. 50u (100u) 15 $10
300u (100u) $60 $10

(iv) Post-transaction earnings—(A) In its
taxable year ending on December 31, 2008,
foreign surviving corporation accumulates
earnings and profits and pays related foreign
income taxes as follows:

Separate category E&P F&rfei}gn
General 100u $20
PaSsSiVE ..ccoecvieiiieiieceeeeeeee e 50u $10
150u $40

(B) None of foreign surviving corporation’s
earnings and profits for its 2008 taxable year

qualifies as subpart F income as defined in
section 952(a). Under the rules described in
paragraphs (d)(2)(ii) and (iii) of this section,
the hovering deficit in the passive category
will offset the post-transaction earnings in
that category and a proportionate amount of
the foreign taxes related to the hovering def-
icit will be added to the post-1986 foreign in-
come taxes pool. Because the post-trans-
action earnings in the passive category are
half of the amount of the hovering deficit,
half of the related taxes are added to the
post-1986 foreign income taxes pool. Accord-
ingly, foreign surviving corporation has the
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following post-1986 undistributed earnings
and post-1986 foreign income taxes on Janu-
ary 1, 2009:
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Earnings & profits Foreign taxes
Foreign
Separate category i . Foreign taxes

P%Sétg’ € Hg;ﬁgir;g taxes associated

available with hov-
ering deficit
General .. 350U | eeeereeeeeeiieens $65 | v
Passive .. 50u (50u) 30 $5
400u (50u) $95 $5

Example 3. (i) Facts. The facts are the same
as Example 2, except that the 50u of earnings
in the passive category accrued by foreign
surviving corporation during 2008 is subpart
F income, all of which is included in income
under section 951(a) by United States share-
holders (as defined in section 951(b)). This ex-
ample assumes that none of the United
States shareholders are able to reduce their
subpart F income inclusion with a qualified
deficit under section 952(c)(1)(B).

(ii) Result. (A) Under the rule described in
paragraph (f)(1) of this section, the (100u)
hovering deficit in the passive category does
not reduce foreign surviving corporation’s
current passive earnings and profits for pur-
poses of determining subpart F income or as-
sociated deemed paid credits. Thus, foreign
surviving corporation’s United States share-
holders include their pro rata shares of 50u

in taxable income for the year and are eligi-
ble for a deemed paid foreign tax credit
under section 960, computed by reference to
their pro rata shares of $12.50 (50u subpart F
inclusion / (50u + 50u post-1986 undistributed
earnings in the passive category = 100u) =
50%, x $25 post-1986 foreign income taxes in
the passive category = $12.50). The United
States shareholders will also include their
pro rata shares of the deemed-paid taxes of
$12.50 in taxable income for the year as a
deemed dividend pursuant to section 78.

(B) Immediately after the subpart F inclu-
sion and section 960 deemed paid taxes (and
taking into account the taxable year 2008
earnings and profits and related taxes in the
general category), foreign surviving corpora-
tion has the following post-1986 undistrib-
uted earnings and post-1986 foreign income
taxes:

Earnings & profits Foreign
taxes
Foreign "
Foreign
Separate category Positive Hovering a\:;i)isﬁle taxes
E&P deficit associated
with hov-
ering deficit
General .. 350u $65.00
Passive .. 50u 12.50
400u 77.50 10

(C) The 50u included as subpart F income
constitutes previously taxed earnings and
profits under section 959.

Example 4. (i) Facts. (A) On December 31,
2006, foreign corporations A and B have the
following post-1986 undistributed earnings
and post-1986 foreign income taxes:

Separate category E&P F&rg%n
Foreign Corporation A
General ‘ 50u ‘ $10

E&P Foreign

Separate category taxes

Foreign Corporation B

General (100u) $20

(B) On January 1, 2007, foreign corporation
B acquires the assets of foreign corporation
A in a reorganization described in section
368(a)(1)(C). Immediately following the for-
eign section 381 transaction, foreign sur-
viving corporation is a CFC.

(ii) Result. (A) Under the rules described in
paragraphs (d)(1) and (2) of this section, for-
eign surviving corporation has the following
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post-1986 undistributed earnings and post-
1986 foreign income taxes:
Earnings & profits Foreign
taxes
Foreign Foreign
Separate category Positive Hoverin taxes 9
g : taxes
E&P deficit available associated
with hov-
ering deficit
General .. 50u (100u) $10 $20

(iii) Post-transaction earnings and distribu-
tion. (A) In its taxable year ending on De-
cember 31, 2007, foreign surviving corpora-
tion earns 100u in the general category and
pays related foreign income taxes of $24. On
December 31, 2007, foreign surviving corpora-
tion distributes 75u to its shareholders.

(B) Result. For purposes of determining the
dividend amount under section 316 and the
foreign income taxes deemed paid with re-
spect to that dividend under section 902,
under paragraph (d)(2)(ii) of this section the
hovering deficit does not offset the post-
transaction current year earnings. Accord-
ingly, the full 75u will be a dividend under
section 316. The deemed paid taxes on that
dividend are $17 (75u distribution / (100u cur-
rent earnings + 50u accumulated earnings) =

50%, x ($10 accumulated foreign taxes + $24
current year foreign taxes) = $17). The 25u of
undistributed earnings and profits in 2007
will be offset by (25u) of the hovering deficit
for purposes of determining the opening bal-
ance of the post-1986 undistributed earnings
pool in 2008. Because the amount of earnings
offset by the hovering deficit is 25% of the
amount of the hovering deficit, under para-
graph (d)(2)(iii) of this section $5 (25% of $20)
of the related taxes are added to the post-
1986 foreign income taxes pool at the begin-
ning of the next taxable year. Accordingly,
foreign surviving corporation has the fol-
lowing post-1986 undistributed earnings and
post-1986 foreign income taxes on January 1,
2008:

Earnings & profits Foreign taxes
Foreign
Separate category - : Foreign taxes
P%Sétg € Hg;ﬁgirtlg taxes associated
available with hov-
ering deficit
General .. 50u (75u) $22 $15

(e) Pre-pooling annual layers—(1) If
foreign surviving corporation is a pooling
corporation. If the foreign surviving
corporation is a pooling corporation,
the pre-pooling annual layers shall be
determined under the rules of this
paragraph (e)(1).

(i) Qualifying earnings and taxes. The
pre-pooling annual layers shall consist
of the pre-1987 accumulated profits and
the pre-1987 foreign income taxes of the
foreign acquiring corporation and the
foreign target corporation.

(ii) Carryover rule. Subject to para-
graph (e)(1)(iii) of this section, the
amounts described in paragraph
(e)(1)(i) of this section shall carry over
to the foreign surviving corporation
but shall not be combined. If the for-
eign acquiring corporation and the for-
eign target corporation have pre-1987
accumulated profits in the same year

and a distribution is made therefrom,
the rules of §1.902-1(b)(2)(ii) and (b)(3)
shall apply separately to reduce pre-
1987 accumulated profits and pre-1987
foreign income taxes of the foreign ac-
quiring corporation and the foreign
target corporation on a pro rata basis.
For further guidance, see Rev. Rul. 68—
3561 (1968-2 C.B. 307); Rev. Rul. 70-373
(19702 C.B. 152) (see also §601.601(d)(2)
of this chapter); see also paragraph
(£)(2) of this section (governing the rec-
onciliation of taxable years).

(iii) Deficit—(A) In general. The rules
of this paragraph (e)(1)(iii) apply when,
immediately prior to the foreign sec-
tion 381 transaction, the foreign ac-
quiring corporation or the foreign tar-
get corporation (or both) has a deficit
in earnings and profits for one or more
of the years that comprise its pre-1987
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accumulated profits (see also para-
graphs (f)(1) and (4) of this section, de-
scribing other rules applicable to a def-
icit described in this paragraph
(e)(1)(iii)).

(B) Aggregate positive pre-1987 accumu-
lated profits. If the foreign acquiring
corporation or the foreign target cor-
poration (or both) has an aggregate
positive (or zero) amount of pre-1987 ac-
cumulated profits, but a deficit in
earnings and profits for one or more
years, then the rules otherwise applica-
ble to such deficits shall apply sepa-
rately to the pre-1987 accumulated
profits and related pre-1987 foreign in-
come taxes of such corporation. A def-
icit in pre-1987 accumulated profits for
one or more years is applied to reduce
pre-1987 accumulated profits on a LIFO
basis. Any remaining deficit shall be
applied to reduce pre-1987 accumulated
profits in succeeding years. See Rev.
Rul. 74-550 (1974-2 C.B. 209) (see also
§601.601(d)(2) of this chapter); Champion
Int’l Corp. v. Commissioner, 81 T.C. 424
(1983), acq. in result, 1987-2 C.B. 1; Rev.
Rul. 87-72 (1987-2 C.B. 170) (see also
§601.601(d)(2) of this chapter). As a re-
sult, no amount in excess of the aggre-
gate positive amount of pre-1987 accu-
mulated profits shall be distributed
from the pre-transaction earnings of
the foreign acquiring corporation or
the foreign target corporation.

(C) Aggregate deficit in pre-1987 accu-
mulated profits. If the foreign acquiring
corporation or the foreign target cor-
poration (or both) has an aggregate
deficit in pre-1987 accumulated profits,
a hovering deficit as defined under
paragraph (d)(2)(i) of this section, then
the rules under §1.902-2(b) shall apply
to such hovering deficit (and related
pre-1987 foreign income taxes) imme-
diately prior to the transaction, except
that the aggregate hovering deficit
that is carried forward into the foreign
surviving corporation’s post-1986 pool
shall offset only post-transaction earn-
ings accumulated by the foreign sur-
viving corporation in the same sepa-
rate category of post-1986 undistributed
earnings to which the relevant portion
of the hovering deficit is attributable.
Post-transaction earnings do not in-
clude earnings and profits that are
earned after the foreign section 381
transaction but distributed or deemed
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distributed in the same year they are
earned.

(D) Deficit and positive separate cat-
egories within annual layers. For pur-
poses of applying the rules of para-
graphs (e)(1)(iii)(B) and (C) of this sec-
tion, if within a single pre-pooling an-
nual layer, the foreign acquiring cor-
poration or the foreign target corpora-
tion (or both) has a deficit in pre-1987
accumulated profits in a separate cat-
egory and positive pre-1987 accumu-
lated profits in another separate cat-
egory, the deficit shall first be used to
offset the positive pre-1987 accumu-
lated profits in the other separate cat-
egory in the same pre-pooling annual
layer. Any remaining deficit shall be
carried forward or back to other years
according to the rules of paragraph
(e)(1)(iii)(B) or (C) of this section as ap-
plicable.

(iv) Pre-1987 section 960 earnings and
profits and foreign income taxes. The pre-
1987 section 960 earnings and profits
and pre-1987 section 960 foreign income
taxes of the foreign acquiring corpora-
tion and the foreign target corporation
shall carry over to the foreign sur-
viving corporation but shall not be
combined. The rules otherwise applica-
ble to such amounts shall apply sepa-
rately to the pre-1987 section 960 earn-
ings and profits and pre-1987 section 960
foreign income taxes of the foreign ac-
quiring corporation and the foreign
target corporation on a pro rata basis.
For further guidance, see Notice 88-70
(1988-2 C.B. 369) (see also §601.601(d)(2)
of this chapter).

(v) Examples. The following examples
illustrate the rules of this paragraph
(e)(1). The examples assume the fol-
lowing facts: Foreign corporation A
was incorporated in 2003 and was a non-
pooling corporation through December
31, 2004. Foreign corporation A became
a CFC on January 1, 2005 and, as a re-
sult, began to maintain a pool of post-
1986 undistributed earnings on that
date. Foreign corporation B was incor-
porated in 2003 and has always been
owned by foreign shareholders (and
thus never has met the requirements of
section 902(c)(3)(B)). Both foreign cor-
poration A and foreign corporation B
have always had calendar taxable
years. Foreign corporations A and B
(and all of their respective qualified
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business units as defined in section 989)
maintain a ‘‘u”’ functional currency.
Finally, unless otherwise stated, all
earnings and profits of foreign corpora-
tions A and B are in the general cat-
egory. The examples are as follows:

Example 1. (i) Facts. (A) On December 31,
2006, foreign corporations A and B have the
following earnings and profits and foreign in-
come taxes:

Foreign
E&P taxes
Foreign Corporation A:
P0ost-1986 POOI .....cuceveeeiicicieiiaens 1,000u $350
2004 400u 160u
2003 100u 5u
1,500u
Foreign Corporation B:
2006 ... 100u 20u
2005 150u 30u
2004 Ou 50u
2003 50u 5u
300u 105u

(B) On January 1, 2007, foreign corporation
B acquires the assets of foreign corporation
A in a reorganization described in section
368(a)(1)(C). Immediately following the for-
eign section 381 transaction, foreign sur-
viving corporation is a CFC.

(ii) Result. Under the rules described in
paragraphs (e)(1)(i) and (ii) of this section,
foreign surviving corporation has the fol-
lowing earnings and profits and foreign in-
come taxes:

E&P Foreign

taxes
P0ost-1986 POOI .........ccccoviiiiiiiciiiicice 1,000u $350
2006 .. 100u 20u
2005 .. 150u 30u
Two Side-by-Side Layers of 2004 E&P:
2004 layer #1 (from Corp A) ... 400u 160u

2004 layer #2 (from Corp B) ... Ou 50u
Two Side-by-Side Layers of 2003 E&P:

2003 layer #1 (from Corp A) ... 100u 5u
2003 layer #2 (from Corp B) ... 50u 5u
1,800U | ooovvines

(iii) Post-transaction distribution. (A) During
2007, foreign surviving corporation does not
accumulate any earnings and profits or pay
or accrue any foreign income taxes. On De-
cember 31, 2007, foreign surviving corpora-
tion distributes 1,725u to its shareholders.
Under the rules of paragraph (c)(1) of this
section, the distribution is first out of the
post-1986 pool, and then out of the pre-pool-
ing annual layers under the LIFO method, as
follows:

Foreign
E&P taxes

Post-1986 poOl ........cccueuiiiiiiciiie 1,000u $350
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Foreign
E&P taxegs
2006 .. 100u 20u
2005 .. 150u 30u
Two Side-by-Side Layers of 2004 E&P:
2004 layer #1 .. 400u 160u
2004 layer #2 .. Ou Ou
Two Side-by-Side Layers of 2003 E&P:
2003 layer #1 .. *50u 2.5u
2003 layer #2 .. **25u 2.5u
1,725u

*100u in layer/150u aggregate 2003 earnings = 66.67% x
75u distribution.

**50u in layer/150u aggregate 2003 earnings = 33.33% x
75u distribution.

(B) The foreign income taxes deemed paid
by qualifying shareholders of foreign sur-
viving corporation upon the distribution are
subject to generally applicable rules and lim-
itations, such as those of sections 78, 902, and
904(d).

(C) Immediately after the distribution, for-
eign surviving corporation has the following
earnings and profits and foreign income
taxes:

Foreign
E&P taxes
2004 layer #2 ......ccceviiiiiieieieeeeens Ou 50u
Two Side-by-Side Layers of 2003 E&P:
2003 layer #1 .. 50u 2.5u
2008 layer #2 .. 25u 2.5u
75u 55u

(iv) Post-transaction earnings. For the tax-
able year ending on December 31, 2008, for-
eign surviving corporation has 500u of cur-
rent earnings and profits in the general cat-
egory, none of which qualify as subpart F in-
come under section 952(a), and pays $70 in
foreign income taxes. As of the close of the
2008 taxable year, foreign surviving corpora-
tion has the following earnings and profits
and foreign income taxes:

Foreign
E&P taxes

POSt-1986 POOI ...vcvveeeeecieieirieieieenenenes 500u $70

2004 .. Ou 50u
Two Side-by-Side Layers of 2003 E&P:

20083 layer #1 ....ccoovveiicienne 50u 2.5u

2003 layer #2 ........ccccccuccinne 25u 2.5u

575u

Example 2. (i) Facts. (A) On December 31,
2006, foreign corporations A and B have the
following earnings and profits and foreign in-
come taxes:

Foreign
E&P taxes

Foreign Corporation A:

Post-1986 pool .... 1,000u $350
2004 .. 100u 20u
2003 .. (50u) 5u
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Foreign
E&P taxes
1,050u
Foreign Corporation B:

2006 ... 100u 20u
2005 . (50u) 5u
2004 . Ou 50u
2003 ... 100u 10u
150u 85u

(B) On January 1, 2007, foreign corporation
B acquires the assets of foreign corporation
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A in a reorganization described in section
368(a)(1)(C). Immediately following the for-
eign section 381 transaction, foreign sur-
viving corporation is a CFC.

(ii) Result. Because foreign corporations A
and B have aggregate positive amounts of
pre-1987 accumulated profits with a deficit in
one or more years, the rules of paragraph
(e)(1)(dii)(B) of this section apply. Accord-
ingly, after the foreign section 381 trans-
action, foreign surviving corporation has the
following earnings and profits and foreign in-
come taxes:

Earnings & profits Foreign taxes
Foreign
- Foreign taxes
P%%'B’ e Deficit E&P taxes assoicated
available with deficit
E&P
Post-1986 pool .. $350
2006 ....... 100u | ... . 20u
2005 ....... ettt | reneeeeeeee e (50U) | ovceciiiiiee 5u
Two Side-by-Side Layers of 2004 E&P:
2004 layer #1 (from Corp A) 100u 20u
2004 layer #2 (from Corp B) Ou 50u
Two Side-by-Side Layers of 2003 E&P:
2003 layer #1 (from Corp A) .....coeeereeeenicirieiereeeeeeeseeeneees | everieeseesesseneas (G0 1T) I R 5u
2003 layer #2 (from Corp B) 100U | e, 10u
1,300u (100u) | oo 10u

(iii) Post-transaction distribution. (A) During
2007, foreign surviving corporation does not
accumulate any earnings and profits or pay
or accrue any foreign income taxes. On De-
cember 31, 2007, foreign surviving corpora-
tion distributes 1,175u to its shareholders.
Under the rules described in paragraphs (c)(1)
and (e)(1)(iii)(B) of this section, the distribu-
tion is first out of the post-1986 pool, and
then out of the pre-pooling annual layers, as
follows:

——— Foreign
Distribution E&P taxe%
POSt-1986 POOI ......covvveiiiiririieciciciens 1,000u $350
2006 .. 100u 20u
2005 .. Ou Ou
Two Side-by-Side Layers of 2004 E&P:
2004 layer #1 50u 20u
2004 layer #2 Ou Ou
Two Side-by-Side Layers of 2003 E&P:
2003 layer #1 . Ou Ou
2003 layer #2 25u 5u
1,175u

(B) Under paragraph (e)(1)(iii)(B) of this
section, the rules otherwise applicable when
a foreign corporation has an aggregate posi-
tive (or zero) amount of pre-1987 accumu-
lated profits, but a deficit in one or more
years, apply separately to the pre-1987 accu-
mulated profits and related foreign income
taxes of foreign corporation A and foreign
corporation B. As a result, distributions out

of the pre-pooling annual layers of foreign
corporation A and foreign corporation B can-
not exceed the aggregate positive amount of
pre-1987 accumulated profits of each corpora-
tion. Accordingly, only 50u can be distrib-
uted from foreign corporation A’s pre-pool-
ing annual layers and is out of its 2004 layer
#1 (after rolling forward the (50u) deficit in
2003 layer #1 to reduce earnings in 2004 layer
#1 to 50u (100u —50u)). Under the principles
of §1.902-1(b)(3), the full 20u of taxes related
to 2004 layer #1 is reduced or deemed paid
($20 x (50/50)). 100u is distributed from foreign
corporation B’s 2006 annual layer. Foreign
corporation B’s (50u) deficit in 2005 is then
rolled back to offset its 2003 annual layer to
reduce earnings in that layer to 50u, 25u of
which is distributed. Thus, after the dis-
tribution, 25u remains in 2003 layer # 2 along
with 5u of foreign income taxes (10u x (25w/
50u)).

(C) The foreign income taxes deemed paid
by qualifying shareholders of foreign sur-
viving corporation upon the distribution are
subject to generally applicable rules and lim-
itations, such as those of sections 78, 902, and
904(d).

(D) Immediately after the distribution, for-
eign surviving corporation has the following
earnings and profits and foreign income
taxes:

470



Internal Revenue Service, Treasury

E&P Foreign

taxes
2005 .. Ou 5u
2004 layer #2 .......ccccooeierriciiine Ou 50u
Two Side-by-Side Layers of 2003 E&P:
2003 layer #1 Ou 5u
2008 layer #2 25u 5u
25u 65u

(E) Under paragraph (e)(1)(iii)(B) of this
section, the 5u, 50u, and 5u of pre-1987 foreign
income taxes related to foreign surviving
corporation’s 2005 layer, 2004 layer #2, and
2003 layer #1, respectively, remain in those
layers. These foreign income taxes generally
will not be reduced or deemed paid unless a
foreign tax refund restores a positive balance
to the associated earnings pursuant to sec-
tion 905(c), and thus will be trapped. See
§1.902-2(b)(2).

Example 3. (i) Facts. (A) On December 31,
2006, foreign corporations A and B have the
following earnings and profits and foreign in-
come taxes:

Foreign
E&P taxes

Foreign Corporation A:

§1.367(b)-7
Foreign
E&P taxes
1,250u
Foreign Corporation B:
2006 .... 100u 20u
2005 . (250u) 5u
2004 . Ou 50u
2003 ... 100u 10u
(50u) 85u

(B) On January 1, 2007, foreign corporation
B acquires the assets of foreign corporation
A in a reorganization described in section
368(a)(1)(C). Immediately following the for-
eign section 381 transaction, foreign sur-
viving corporation is a CFC.

(ii) Result. (A) Because foreign corporation
B has an aggregate hovering deficit in pre-
1987 accumulated profits, the rules of para-
graph (e)(1)(iii)(C) of this section apply. Ac-
cordingly, §1.902-2(b) applies immediately
prior to the foreign section 381 transaction,
except that the hovering deficit is carried
forward into the foreign surviving corpora-
tion’s post-1986 undistributed earnings pool
and will offset only post-transaction earn-
ings accumulated by foreign surviving cor-
poration in the general category. Accord-
ingly, after the foreign section 381 trans-

Post-1986 pool .. 1,000u $350 . . s .

2004 . 150u oou  action, foreign surviving corporation has the

2003 ... 100u 5u following earnings and profits and foreign in-

come taxes:
Earnings & profits Foreign taxes
Foreign
i . Foreign taxes
P%Sétg’ € Hg;ﬁgir;g taxes assoicated
available with hov-

ering deficit

Post-1986 pool ........... 1,000u (50u) $350 $0
2006 ....... Ou | .. . 20u
2005 ....... Ou 5u

Two Side-by-Side Layers of 2004 E&P:
2004 layer #1 (from Corp A) 150u 20u
2004 layer #2 (from Corp B) Ou 50u
Two Side-by-Side Layers of 2003 E&P:

2003 layer #1 (from Corp A) 100u 5u
2003 layer #2 (from Corp B) Ou 10u

1,250u (50U) | coooervrree. $0

(B) Under paragraph (e)(1)(iii)(C) of this
section, the 20u, 5u, 50u, and 10u of pre-1987
foreign income taxes associated with foreign
corporation B’s pre-1987 accumulated profits
for 2006, 2005, 2004 layer #2, and 2003 layer #2,
respectively, remain in those layers. These
foreign income taxes generally will not be
reduced or deemed paid unless a foreign tax
refund restores a positive balance to the as-
sociated earnings pursuant to section 905(c),
and thus will be trapped. See §1.902-2(b)(2).

(2) If foreign surviving corporation is a
nonpooling corporation. If the foreign

surviving corporation is a nonpooling
corporation, then the pre-pooling an-
nual layers shall be determined under
the rules of this paragraph (e)(2).

(1) Qualifying earnings and taxres. The
pre-pooling annual layers shall consist
of the pre-1987 accumulated profits and
the pre-1987 foreign income taxes of the
foreign acquiring corporation and the
foreign target corporation. If the for-
eign acquiring corporation or the for-
eign target corporation (or both) has
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post-1986 undistributed earnings or a
deficit in post-1986 undistributed earn-
ings, then those earnings or deficits
and any related post-1986 foreign in-
come taxes shall be recharacterized as
pre-1987 accumulated profits or deficits
and pre-1987 foreign income taxes of
the foreign acquiring corporation or
the foreign target corporation accumu-
lated immediately prior to the foreign
section 381 transaction.

(i1) Carryover rule. Subject to para-
graph (e)(2)(iii) of this section, the
amounts described in  paragraph
(e)(2)(i) of this section shall carry over
to the foreign surviving corporation
but shall not be combined. If the for-
eign acquiring corporation and the for-
eign target corporation have pre-1987
accumulated profits in the same year
and a distribution is made therefrom,
the principles of §1.902-1(b)(2)(ii) and
(3) shall apply separately to reduce pre-
1987 accumulated profits and pre-1987
foreign income taxes of the foreign ac-
quiring corporation and the foreign
target corporation on a pro rata basis.
For further guidance, see Rev. Rul. 68—
351 (1968-2 C.B. 307); Rev. Rul. 70-373
(19702 C.B. 152) (see also §601.601(d)(2)
of this chapter); see also paragraph
(£)(2) of this section (governing the rec-
onciliation of taxable years).

(iii) Deficits—(A) In general. The rules
of this paragraph (e)(2)(iii) apply when,
immediately prior to the foreign sec-
tion 381 transaction (and after applica-
tion of the last sentence of paragraph
(e)(2)(i) of this section), the foreign ac-
quiring corporation or the foreign tar-
get corporation (or both) has a deficit
in one or more years that comprise its
pre-1987 accumulated profits. See also
paragraphs (f)(1) and (4) of this section
(describing other rules applicable to a
deficit described in this paragraph
(e)(2)(iii)).

(B) Aggregate positive pre-1987 accumu-
lated profits. If the foreign acquiring
corporation or the foreign target cor-
poration (or both) has an aggregate
positive (or zero) amount of pre-1987 ac-
cumulated profits, but a deficit in pre-
1987 accumulated profits in one or more
years, then the rules otherwise applica-
ble to such deficits shall apply sepa-
rately to the pre-1987 accumulated
profits and related foreign income
taxes of such corporation. A deficit in

26 CFR Ch. | (4-1-16 Edition)

pre-1987 accumulated profits for one or
more years is applied to reduce pre-1987
accumulated profits on a LIFO basis.
Any remaining deficit shall be applied
to reduce pre-1987 accumulated profits
in succeeding years. See Rev. Rul. 74—
550 (19742 C.B. 209) (see also
§601.601(d)(2) of this chapter); Champion
Int’l Corp. v. Commissioner, 81 T.C. 424
(1983), acq. in result, 1987-2 C.B. 1; Rev.
Rul. 87-72 (1987-2 C.B. 170) (see also
§601.601(d)(2) of this chapter). As a re-
sult, no amount in excess of the aggre-
gate positive amount of pre-1987 accu-
mulated profits shall be distributed
from the pre-transaction earnings of
the foreign acquiring corporation or
the foreign target corporation.

(C) Aggregate deficit in pre-1987 accu-
mulated profits. If the foreign acquiring
corporation or the foreign target cor-
poration (or both) has an aggregate
deficit in pre-1987 accumulated profits,
a hovering deficit as defined under
paragraph (d)(2)(i) of this section, then
the rules otherwise applicable to such
hovering deficits shall apply separately
to the pre-transaction earnings and
profits and related taxes of the rel-
evant corporation. See, e.g., sections
316(a) and 381(c)(2)(B). Thus, any hov-
ering deficit shall offset only post-
transaction earnings accumulated by
the foreign surviving corporation in
the same separate category of earnings
and profits to which the relevant por-
tion of the hovering deficit is attrib-
utable. Post-transaction earnings do
not include earnings and profits that
are earned after the foreign section 381
transaction but distributed or deemed
distributed in the same year they are
earned. Following the principles of
§1.902-2(b), if there is an aggregate def-
icit in pre-1987 accumulated profits,
any related pre-1987 foreign income
taxes generally will not be reduced or
deemed paid unless a foreign tax refund
restores a positive balance to the asso-
ciated earnings pursuant to section
905(c), and creates a pre-transaction ag-
gregate positive balance for pre-1987
accumulated profits.
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(D) Deficit and positive separate cat-
egories within annual layers. For pur-
poses of applying the rules of para-
graphs (e)(2)(iii)(B) and (C) of this sec-
tion, if within a single pre-pooling an-
nual layer, the foreign acquiring cor-
poration or the foreign target corpora-
tion (or both) has a deficit in pre-1987
accumulated profits in a separate cat-
egory and positive pre-1987 accumu-
lated profits in another separate cat-
egory, the deficit shall first be used to
offset the positive pre-1987 accumu-
lated profits in the other separate cat-
egory in the same pre-pooling annual
layer. Any remaining deficit shall be
carried forward or back to other years
according to the rules of paragraph
(e)(2)(iii)(B) or (C) as applicable.

(iv) Pre-1987 section 960 earnings and
profits and foreign income taxres. The pre-
1987 section 960 earnings and profits
and pre-1987 section 960 foreign income
taxes of the foreign acquiring corpora-
tion and the foreign target corporation
shall carry over to the foreign sur-
viving corporation but shall not be
combined. The rules otherwise applica-
ble to such amounts shall apply sepa-
rately to the pre-1987 section 960 earn-
ings and profits and pre-1987 section 960
foreign income taxes of the foreign ac-
quiring corporation and the foreign
target corporation on a pro rata basis.
For further guidance, see Notice 88-70
(1988-2 C.B. 369) (see also §601.601(d)(2)
of this chapter).

(v) Examples. The following examples
illustrate the rules of this paragraph
(e)(2). The examples assume the fol-
lowing facts: Both foreign corporation
A and foreign corporation B have al-
ways had calendar taxable years. For-
eign corporations A and B (and all of
their respective qualified business
units as defined in section 989) main-
tain a ‘‘u” functional currency, and 1lu
= USS$1 at all times. Finally, unless
otherwise stated, all earnings and prof-
its of foreign corporations A and B are
in the general category. The examples
are as follows:

Example 1. (i) Facts. (A) Foreign corpora-
tions A and B both were incorporated in 2003.
Nine percent of the voting stock of foreign
corporation A is owned by domestic cor-
porate shareholder C. Nine percent of the
voting stock of foreign corporation B is
owned by domestic corporate shareholder D.
Shareholders C and D are unrelated. The re-
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maining 91% of the voting stock of each for-
eign corporation is owned by unrelated for-
eign shareholders. Thus, neither corporation
meets the requirements of section
902(c)(3)(B). On December 31, 2006, foreign
corporations A and B have the following
earnings and profits and foreign income
taxes:

Foreign
E&P taxes
Foreign Corporation A:
500u 350u
400u 300u
400u 160u
100u 5u
1,400u 815u
Foreign Corporation B:
2006 100u 20u
300u 60u
Ou 50u
50u 5u
450u 135u

(B) On January 1, 2007, foreign corporation
B acquires the assets of foreign corporation
A in a reorganization described in section
368(a)(1)(C). Immediately following the for-
eign section 381 transaction, foreign sur-
viving corporation is a nonpooling corpora-
tion that does not meet the requirements of
section 902(c)(3)(B).

(ii) Result. Under the rules described in
paragraphs (e)(2)(i) and (ii) of this section,
foreign surviving corporation has the fol-
lowing earnings and profits and foreign in-
come taxes:

Foreign
E&P taxes

Two Side-by-Side Layers of 2006 E&P:

2006 layer #1 (from Corp A) ... 500u 350u

2006 layer #2 (from Corp B) ... 100u 20u
Two Side-by-Side Layers of 2005 E&P:

2005 layer #1 (from Corp A) ... 400u 300u

2005 layer #2 (from Corp B) ... 300u 60u
Two Side-by-Side Layers of 2004 E&P:

2004 layer #1 (from Corp A) ... 400u 160u

2004 layer #2 (from Corp B) ... Ou 50u
Two Side-by-Side Layers of 2003 E&P:

2003 layer #1 (from Corp A) ... 100u 5u
2003 layer #2 (from Corp B) ... 50u 5u
1,850u 950u

(iii) Post-transaction distribution. (A) During
2007, foreign surviving corporation does not
accumulate any earnings and profits or pay
or accrue any foreign income taxes. On De-
cember 31, 2007, foreign surviving corpora-
tion distributes 600u to its shareholders.
Under the rules of paragraph (c)(3) of this
section, the distribution is out of pre-pooling
annual layers under the LIFO method as fol-
lows:
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Foreign
E&P taxes
Two Side-by-Side Layers of 2006 E&P:
2006 layer #1 (from Corp A) ... 500u 350u
2006 layer #2 (from Corp B) ... 100u 20u
600u 370u

(B) Foreign surviving corporation’s foreign
income tax accounts are reduced to reflect
the distribution of earnings and profits not-
withstanding that no shareholders are eligi-
ble to claim deemed paid foreign income
taxes under section 902. See §1.902-
1(a)(10)(iii).

(C) Immediately after the distribution, for-
eign surviving corporation has the following
earnings and profits and foreign income
taxes:

Foreign
E&P taxes
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tion that does not meet the requirements of
section 902(c)(3)(B).

(ii) Result. Under the rules described in
paragraphs (e)(2)(i) and (ii) of this section,
foreign surviving corporation has the fol-
lowing earnings and profits and foreign in-
come taxes:

E&P Foreign

taxes
Two Side-by-Side Layers of 2006 E&P:
2006 layer #1 (from Corp A’s
oo ] ) RS 900u $650
2006 layer #2 (from Corp B’s
layer) .. 100u 20u
2005 (from Corp B): 300u 60u
Two Side-by-Side Layers of 2004 E&P:
2004 layer #1 (from Corp A) ... 400u 160u

2004 layer #2 (from Corp B) ... Ou 50u
Two Side-by-Side Layers of 2003 E&P:

2003 layer #1 (from Corp A) ... 100u 5u
2003 layer #2 (from Corp B) ... 50u 5u
1,850u

Two Side-by-Side Layers of 2005 E&P:

2005 layer #1 (from Corp A) ... 400u 300u

2005 layer #2 (from Corp B) ... 300u 60u
Two Side-by-Side Layers of 2004 E&P:

2004 layer #1 (from Corp A) ... 400u 160u

2004 layer #2 (from Corp B) ... Ou 50u
Two Side-by-Side Layers of 2003 E&P:

2003 layer #1 (from Corp A) ... 100u 5u
2003 layer #2 (from Corp B) ... 50u 5u
1,250u 580u

Example 2. (i) Facts. (A) The facts are the
same as in Example 1 (i)(A), except that for-
eign corporation A met the requirements of
section 902(c)(3)(B) on January 1, 2005, when
U.S. corporate shareholder C acquired an ad-
ditional 1% of voting stock for a total owner-
ship interest of 10%; foreign corporation A
thereby became a pooling corporation. On
December 31, 2006, foreign corporations A
and B have the following earnings and prof-
its and foreign income taxes:

Foreign
E&P taxes
Foreign Corporation A:
Post-1986 pool . 900u $650
2004 ... 400u 160u
2003 ... 100u 5u
1,400U | .oooveennee
Foreign Corporation B:
2006 ... 100u 20u
2005 300u 60u
2004 Ou 50u
2008 ... 50u 5u
450u 135u

(B) On January 1, 2007, foreign corporation
B acquires the assets of foreign corporation
A in a reorganization described in section
368(a)(1)(C). Immediately following the for-
eign section 381 transaction, foreign sur-
viving corporation is a nonpooling corpora-

(iii) Subsequent ownership change. On July
1, 2010, USS (a domestic corporation) ac-
quires 100% of the stock of foreign surviving
corporation. Under the rules of paragraph
(£)(3) of this section, foreign surviving cor-
poration begins to pool its earnings and prof-
its under section 902(c)(3) as of January 1,
2010. Foreign surviving corporation’s earn-
ings and profits and foreign income taxes ac-
crued before January 1, 2010 retain their
character as pre-1987 accumulated profits
and pre-1987 foreign income taxes.

Example 3. (i) Facts. (A) The facts are the
same as in Erxample 2(i)(A), except that on
December 31, 2006, foreign corporations A
and B have the following earnings and prof-
its and foreign income taxes:

Foreign
E3P Taxes
Foreign Corporation A:
Post-1986 pool 1,000u $500
2004 .. (200u) 10u
2003 .. 400u 5u
1,200u
Foreign Corporation B
2006 .. 300u 20u
2005 (100u) 60u
2004 Ou 50u
2003 .. 50u 5u
250u 135u

(B) On January 1, 2007, foreign corporation
B acquires the assets of foreign corporation
A in a reorganization described in section
368(a)(1)(C). Immediately following the for-
eign section 381 transaction, foreign sur-
viving corporation is a nonpooling corpora-
tion that does not meet the requirements of
section 902(c)(3)(B).

(ii) Result. Because foreign corporations A
and B have aggregate positive amounts of
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pre-1987 accumulated profits with a deficit in
one or more years, the rules of paragraph
(e)(2)({ii)(B) of this section apply. Accord-
ingly, after the foreign section 381 trans-
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action, foreign surviving corporation has the
following earnings and profits and foreign in-
come taxes:

Earnings & profits Foreign taxes
f Foreign
- Foreign
Positve | Deficit E&P faes | taxes asso-
available clated with
deficit E&P
Two Side-by-Side Layers of 2006 E&P:
2006 layer #1 (from Corp A’s pool) ... 1,000u $500
2006 layer #2 (from Corp B’s layer) .. 300u | ... . 20u
2005 (from Corp B) ......... SRRSO U (100U) | oo 60u
Two Side-by-Side Layers of 2004 E&P:
2004 layer #1 (from Corp A) ...c.ccveuiriceiicineineeceeseenees | e (200U) | oo 10u
2004 layer #2 (from Corp B) Oou | .. . 50u
Two Side-by-Side Layers of 2003 E&P:
2003 layer #1 (from Corp A) 400u 5u
2003 layer #2 (from Corp B) 50u 5u
1,750u (300U) | weovverrirriinnns 70u

(iii) Post-transaction distribution. (A) During
2007, foreign surviving corporation does not
accumulate any earnings and profits or pay
or accrue any foreign income taxes. On De-
cember 31, 2007, foreign surviving corpora-
tion distributes 1,300u to its shareholders.
Under the rules described in paragraphs (c)(3)
and (e)(2)(iii)(B) of this section, the distribu-
tion is out of the pre-pooling annual layers,
as follows:

Foreign
E&P taxeg
Two Side-by-Side Layers of 2006 E&P:
2006 layer #1 . 1,000u $500
2006 layer #2 250u 20u
2003 E&P:
2003 layer #1 .....cocceeuciccine 50u 1.25u
(25% of
5u
taxes)
1,300u

(B) Under paragraph (e)(2)(iii)(B) of this
section, the rules otherwise applicable when
a foreign corporation has an aggregate posi-
tive (or zero) amount of pre-1987 accumu-
lated profits, but a deficit in one or more
years, apply separately to the pre-1987 accu-
mulated profits and related pre-1987 foreign
income taxes of foreign corporation A and
foreign corporation B. As a result, distribu-
tions out of the pre-pooling annual layers of
foreign corporation A and foreign corpora-
tion B cannot exceed the aggregate positive
amount of pre-1987 accumulated profits of
each corporation. Accordingly, only 1,200u
and 250u can be distributed out of foreign
corporation A’s and foreign corporation B’s
pre-pooling annual layers, respectively.
Thus, 1,000u of the distribution is out of for-
eign corporation A’s 2006 layer #1 and 250u is
out of foreign corporation B’s 2006 layer #2

(after rolling forward (50u) of the deficit in
2005 layer to reduce earnings in 2006 layer #1
to 250u (300u—50u)). Under the principles of
§1.902-1(b)(3), all of the taxes in each of those
respective layers are reduced. The remaining
50u is distributed from foreign corporation
A’s 2003 layer #1 (after rolling back the (200u)
deficit in 2004 layer #1 to reduce earnings in
2003 layer #1 to 200u (400u—200u)). Thus, after
the distribution, 150u remains in the 2003
layer #1 along with 3.75u of foreign income
taxes (bu x (150u/200u)).

(C) Foreign surviving corporation’s foreign
income tax accounts are reduced to reflect
the distribution of earnings and profits not-
withstanding that no shareholders are eligi-
ble to claim a credit for deemed paid foreign
income taxes under section 902. See §1.902—
1(a)(10)(iii).

(D) Immediately after the distribution, for-
eign surviving corporation has the following
earnings and profits and foreign income
taxes:

Foreign
E&P taxes

2005 .. Ou 60u
Two Side-by-Side Layers of 2004 E&P:

2004 layer #1 Ou 10u
2004 layer #2 Ou 50u
Two Side-by-Side Layers of 2003 E&P:
2003 layer #1 . 150u 3.75u
2003 layer #2 Ou 5u
150u | 128.75u

(E) Under paragraph (e)(2)(iii)(B) of this
section, the 60u, 10u, 50u, and 5u of foreign
income taxes related to foreign surviving
corporation’s 2005 layer, 2004 layer #1, 2004
layer #2, and 2003 layer #2, respectively, re-
main in those layers. These foreign income
taxes generally will not be reduced or
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deemed paid unless a foreign tax refund re-
stores a positive balance to the associated
earnings pursuant to section 905(c), and thus
will be trapped. See §1.902-2(b)(2).

Example 4. (i) Facts. (A) The facts are the
same as in Example 2 (i)(A), except that on
December 31, 2006, foreign corporations A
and B have the following earnings and prof-
its and foreign income taxes:

Foreign
Eap Taxes
Foreign Corporation A:
Post-1986 pool (1,000u) $20
2004 ... (200u) 10u
2003 ... 400u 5u
(800u)
Foreign Corporation B:
2006 ... 100u 20u
2005 . 300u 60u
2004 . Ou 50u
2003 . 50u 5u
450u 135u

(B) On January 1, 2007, foreign corporation
A acquires the assets of foreign corporation
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B in a reorganization described in section
368(a)(1)(C). Immediately following the for-
eign section 381 transaction, foreign sur-
viving corporation is a nonpooling corpora-
tion.

(ii) Result. (A) Under paragraph (e)(2)(i) of
this section, foreign corporation A’s post-
1986 pool is recharacterized as a 2006 layer of
pre-1987 accumulated profits. Because after
the foreign section 381 transaction foreign
corporation A has an aggregate deficit in
pre-1987 accumulated profits, the rules of
paragraph (e)(2)(iii)(C) of this section apply
and the rules otherwise applicable apply sep-
arately to the pre-1987 accumulated profits
that carry over to foreign surviving corpora-
tion from foreign corporation A. The (800u)
aggregate deficit in foreign corporation A’s
pre-1987 accumulated profits is a hovering
deficit that will offset only post-transaction
earnings accumulated by foreign surviving
corporation in the general category. Accord-
ingly, after the foreign section 381 trans-
action, foreign surviving corporation has the
following earnings and profits and foreign in-
come taxes:

Earnings & profits Foreign taxes
. Foreign
- Foreign
Positive i taxes
E&P Deficit E&P a\:giﬁgle associated
deficit E&P
Hovering deficit from Corp A’s annual layers ...........ccccooeiviiiiiiiics | e (800U) | eooveveiiiiiins 0
Two Side-by-Side Layers of 2006 E&P:
2006 layer #1 (from Corp A’S POOI) .....ccoeireeiriieciciencireies | e OU | s $20
2006 layer #2 (from Corp B'’s layer) .. 100u 20u
2005 (from Corp B) ......... . 300u 60u
Two Side-by-Side Layers of 2004 E&P:
2004 layer #1 (from Corp A) ....cccciiiiiiiiiiiiiiiiiccicciiiiies | e Ou | e 10u
2004 layer #2 (from Corp B) OU | oo 50U | v
Two Side-by-Side Layers of 2003 E&P:
2003 layer #1 (from Corp A) Ou 5u
2003 layer #2 (from Corp B) 50u 5u
450u (800u) 140U | oo

(B) Under paragraph (e)(2)(ii)(C) of this
section, the $20, 10u, and 5u of pre-1987 for-
eign income taxes associated with foreign
corporation A’s pre-1987 accumulated profits
for 2006 layer #1, 2004 layer #1, and 2003 layer
#1, respectively, remain in those layers.
These foreign income taxes generally will
not be reduced or deemed paid unless a for-
eign tax refund restores a positive balance to
the associated earnings pursuant to section
905(c), and thus will be trapped. See §1.902-
2(b)(2).

(iii) Post-transaction distribution. (A) During
2007, foreign surviving corporation does not
accumulate any earnings and profits or pay
or accrue any foreign income taxes. On De-
cember 31, 2007, foreign surviving corpora-
tion distributes 200u to its shareholders.
Under the rules described in paragraph

(e)(2)(iii)(C) of this section, no distribution
can be made out of the pre-1987 accumulated
profits of foreign corporation A (and the
(800u) aggregate hovering deficit will offset
only post-transaction earnings accumulated
by foreign surviving corporation). Thus, the
distribution is out of pre-pooling annual lay-
ers as follows:

Foreign

E&P taxes

paid
2006 layer #2 .......ccocviirieiiieeeeeeens 100u 20u
2005 .. 100u 20u
200u 40u

(B) Foreign surviving corporation’s foreign
income tax accounts are reduced to reflect
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the distribution of earnings and profits not-
withstanding that no shareholders are eligi-
ble to claim deemed paid foreign income
taxes under section 902. See §1.902-
1(a)(10)(iii).

§1.367(b)-7

(C) Immediately after the distribution, for-
eign surviving corporation has the following
earnings and profits and foreign income
taxes:

Earnings & profits Foreign taxes

Foreign
Foreign taxes
taxes avail- | associated

able with deficit

Positive | Deficit E&P

Hovering deficit from Corp A’s annual layers ...........c.cccccceeiiiens

Two Side-by-Side Layers of 2006 E&P:
2006 layer #1 (from Corp A’s pool)
2006 layer #2 (from Corp B’s layer) .
2005 (from Corp B) ......... .

(800u)

.................... Ou

Two Side-by-Side Layers of 2004 E&P:
2004 layer #1 (from Corp A)

2004 layer #2 (from Corp B)

Two Side-by-Side Layers of 2003 E&P:

2003 layer #1 (from Corp A)

2003 layer #2 (from Corp B)

250u (800u)

(f) Special rules—(1) Treatment of def-
icit—(i) General rule. Any deficit de-
scribed in paragraph (d)(2), (e)(1)(iii), or
(e)(2)(iii) of this section shall not be
taken into account in determining cur-
rent or accumulated earnings and prof-
its of a foreign surviving corporation
other than to offset post-transaction
accumulated earnings, as defined in
paragraph (d)(2)(ii) of this section, in-
cluding for purposes of calculating—

(A) The earnings and profits limita-
tion of section 952(c)(1)(A); and

(B) The amount of the foreign sur-
viving corporation’s subpart F income
as defined in section 952(a).

(ii) Exceptions. The rule in paragraph
(i) shall not apply for purposes of cal-
culating an earnings and profits limita-
tion under section 952(c)(1)(B) or (C).

(iii) Examples. The following exam-
ples illustrate the principles of this
paragraph (f)(1). The examples assume
the following facts: foreign corporation
A, incorporated in 2002, is and always
has been a wholly owned subsidiary of
USP, a domestic corporation. Foreign
corporation B, incorporated in 2004, is
and always has been a wholly owned
subsidiary of foreign corporation A.
Both foreign corporation A and foreign
corporation B are organized under the
laws of foreign country X and have al-
ways had a calendar taxable year. For-
eign corporations A and B (and all of
their respective qualified business
units as defined in section 989) main-

tain a ‘‘u”’ functional currency. Unless
otherwise stated, any earnings and
profits or deficit in earnings and prof-
its of foreign corporation A and B in
the general category are attributable
to subpart F income derived from for-
eign base company sales income. For-
eign corporation C is a wholly owned
subsidiary of USP2 and was organized
in 2004 under the laws of foreign coun-
try Y. Foreign corporation C (and all of
its qualified business units as defined
in section 989) maintains a ‘‘u” func-
tional currency. Earnings and profits
of foreign corporation C in the general
category are not attributable to sub-
part F income. The examples are as fol-
lows:

Example 1. (i) Facts. (A) On December 31,
2007, foreign corporations A and B have the
following post-1986 undistributed earnings
and post-1986 foreign income taxes:

Foreign
E&P taxes

Foreign Corporation A Separate Cat-
egory:

[ 1= T=T - | SR (100u) $25
Foreign Corporation B Separate Cat-
egory:
GENeral ....coeeeeeeeeeieeeeeeeeeeeans Oou $10

(B) On January 1, 2008, foreign corporation
B elects under §301.7701-3(c) of this chapter
to be disregarded as an entity separate from
foreign corporation A. Accordingly, foreign
corporation B is deemed to have distributed
all its property to foreign corporation A in a
liquidation described in section 332.

477



§1.367(b)-7

(ii) Result. Under the rules described in
paragraphs (d)(1) and (2) of this section, for-
eign surviving corporation A has the fol-
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lowing post-1986 undistributed earnings and
post-1986 foreign income taxes:

Earnings & profits: Foreign taxes:
Foreign
Separate category i . Foreign taxes asso-
P%Sétg’ € Hg;ﬁgir;g taxes ciated with
available hovering
deficit
General .. Ou (100u) $10 $25

(iii) Post-transaction earnings and subpart F
limitations. (A) In its taxable year ending on
December 31, 2008, foreign surviving corpora-
tion A earns 300u of subpart F general cat-
egory income with respect to which it pays
$60 in foreign income taxes. The hovering
deficit of (100u) meets the requirements
under section 952(c)(1)(B) and therefore is
taken into account as a qualified deficit that
may be used by USP to offset a portion of its
income inclusion related to foreign surviving
corporation A’s subpart F income of 300u in
the 2008 taxable year. Accordingly, USP in-
cludes 200u in taxable income for the year
and is eligible for a deemed paid foreign tax
credit under section 960 of $40 (200u subpart F
inclusion/300 post-1986 undistributed earnings
in the general category = 66.67%, x $60 for-
eign income taxes in the general category =
$40). USP will also include the deemed paid
foreign taxes of $40 in taxable income for the

year as a deemed dividend pursuant to sec-
tion 78. The 100u offset under section
952(c)(1)(B) does not result in a reduction of
the hovering deficit for purposes of section
316 or section 902.

(B) Foreign surviving corporation A’s 100u
of subpart F income not included in income
by USP will accumulate and be added to its
post-1986 undistributed earnings as of the be-
ginning of 2009. This 100u of post-transaction
earnings will be offset by the (100u) hovering
deficit. Because the amount of earnings off-
set by the hovering deficit is 100% of the
total amount of the hovering deficit, all $25
of the related taxes are added to the post-
1986 foreign income taxes pool as well. Ac-
cordingly, foreign surviving corporation A
has the following post-1986 undistributed
earnings and post-1986 foreign income taxes
on January 1, 2009:

Earnings & profits Foreign taxes
Foreign
Separate category s . Foreign taxes asso-
P%Séfg’ € Hg;ﬁg{;g taxes ciated with
available hovering
deficit
General .. Ou (Ou) $45 $0

(C) The 200u included as subpart F income
constitutes previously taxed earnings under
section 959.

Example 2. (i) Facts. (A) On July 1, 2007, for-
eign corporation B elects under §301.7701-3(c)
of this chapter to be disregarded as an entity
separate from foreign corporation A. Accord-
ingly, foreign corporation B is deemed to
have distributed all of its property to foreign
corporation A in a liquidation described in
section 332.

(B) Neither foreign corporation A nor B
has any post-1986 undistributed earnings or
post-1986 foreign income taxes as of the be-
ginning of the 2007 taxable year. For its
short taxable year ending on June 30, 2007,
foreign corporation B has the following post-
1986 undistributed earnings and post-1986 for-
eign income taxes:

FOREIGN CORPORATION B

E&P Foreign

Separate category taxes

General

(200u) $30

(C) For the 2007 taxable year, foreign sur-
viving corporation A earns a total of 200u of
subpart F foreign based company sales in-
come in the general category with respect to
which it pays $40 in foreign income taxes.

(ii) Result. (A) Under paragraph (d)(2) of
this section, foreign corporation B’s (200u)
deficit carries over to foreign surviving cor-
poration A as a hovering deficit. Neverthe-
less, because it is a deficit of a qualified
chain member for a taxable year ending
within the 2007 taxable year of foreign sur-
viving corporation A, the (200u) deficit meets
the requirements under section 952(c)(1)(C)
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and therefore may still be taken into ac-
count for purposes of limiting foreign sur-
viving corporation A’s subpart F income. Ac-
cordingly, foreign surviving corporation A’s
200u of subpart F income for the 2007 taxable
year is fully offset by the (200u) deficit of for-
eign corporation B, and USP will have no
subpart F income inclusion for the 2007 tax-
able year. The offset under section
952(c)(1)(C) does not result in a reduction of
the hovering deficit for purposes of section
316 or section 902. The hovering deficit may
not also be taken into account under section
952(c)(1)(B).

(B) Because USP has no subpart F income
inclusion, foreign surviving corporation A’s
subpart F earnings of 200u will accumulate
and be added to its post-1986 undistributed
earnings as of the beginning of 2008. Under
the rules of paragraph (f)(5) of this section, a
pro rata amount, in this case 50% or 100u,
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will be deemed to have been accumulated
prior to the foreign section 381 transaction
and the other 50%, or 100u, will be deemed to
have been accumulated after the foreign sec-
tion 381 transaction. The 100u of post-trans-
action earnings will be offset by (100u) of the
hovering deficit for purposes of determining
the opening balance of the post-1986 undis-
tributed earnings pool in 2008. Because the
amount of earnings offset by the hovering
deficit is 50% of the total amount of the hov-
ering deficit, $15 (50% of $30) of the related
taxes are added to the post-1986 foreign in-
come taxes pool as well. The 100u of pre-
transaction earnings remain in the post-1986
undistributed earnings pool. Accordingly,
foreign surviving corporation A has the fol-
lowing post-1986 undistributed earnings and
post-1986 foreign income taxes on January 1,
2008:

Earnings & profits Foreign taxes
Foreign
" taxes
Separate category Positive Hoverinig Ftc;rggn associated
E&P deficit available with
hovering
deficit
General .. 100u (100u) $55 $15

Example 3. (i) Facts. (A) On January 1, 2007,
foreign corporation B and foreign corpora-
tion C have the following post-1986 undistrib-
uted earnings and post-1986 foreign income
taxes:

Foreign
E&P taxegs
Foreign Corporation B Separate Cat-
egory:
General ... (100u) $0
Foreign Corporation C Separate Cat-
egory:
General ... Ou $10

(B) On July 1, 2007, foreign corporation B
acquires the assets of foreign corporation C
in a reorganization described in section
368(a)(1)(C). Immediately following the for-
eign section 381 transaction, foreign sur-
viving corporation B is a CFC.

(C) During the 2007 taxable year foreign
surviving corporation B has a current deficit

of (400u) and $60 of related foreign income
taxes. During its short taxable year ending
on June 30, 2007, foreign corporation C has no
additional earnings and pays or accrues no
foreign income taxes.

(ii) Result. (A) Under the rules of paragraph
(f)(6) of this section, a pro rata amount, in
this case 50% or (200u), of foreign surviving
corporation B’s (400u) current year deficit for
the 2007 taxable year will be deemed to have
been accumulated prior to the foreign sec-
tion 381 transaction and be treated as a hov-
ering deficit. The other 50%, or (200u) of the
deficit will be deemed to have been accumu-
lated after the foreign section 381 trans-
action. The related foreign income taxes of
$60 will also be allocated on a similar 50/50
basis.

(B) Under the rules described in paragraphs
(d)(1) and (2) of this section, foreign sur-
viving corporation B has the following post-
1986 undistributed earnings and post-1986 for-
eign income taxes as of January 1, 2008:

Earnings & profits Foreign taxes
Foreign
Separate category Hovering Foreign as;?))i(::ted
E&P deficit aes with
hovering
deficit
General .. (200u) (300u) $40 $30
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(iil) Subpart F income limitations. Even
though (200u) of the current year deficit is
treated as a hovering deficit, the full (400u)
current year deficit in 2007 of foreign sur-
viving corporation B meets the requirements
under section 952(c)(1)(C) and therefore is
available as a limitation on subpart F in-
come, to the extent foreign corporation A,
which wholly owns foreign surviving cor-
poration B, earns any subpart F income in
the 2007 taxable year. Any such offset under
section 952(c)(1)(C) will have no effect on the
earnings and profits and foreign income tax
accounts above of foreign surviving corpora-
tion B for purposes of sections 316 and 902.
Moreover, to the extent the hovering deficit
reduces subpart F income under section
952(c)(1)(C), it may not also be taken into ac-
count under section 952(c)(1)(B).

(2) Reconciling taxable years. If a for-
eign acquiring corporation and a for-
eign target corporation had taxable
yvears ending on different dates, then
the pro rata distribution rules of para-
graphs (e)(1)(ii) and (e)(2)(ii) of this sec-
tion shall apply with respect to the
taxable years that end within the same
calendar year.

(3) Post-transaction change of status. If
a foreign surviving corporation that is
subject to the rules of paragraph (c)(2)
of this section subsequently becomes a
pooling corporation (by reason, for ex-
ample, of a reorganization, liquidation,
or change of ownership), then post-1986
undistributed earnings and post-1986
foreign income taxes that were re-
characterized as pre-1987 accumulated
profits and pre-1987 foreign income
taxes, respectively, under paragraph
(e)(2)(i) of this section retain their
characterization as a pre-pooling an-
nual layer.

(4) Ordering rule for multiple hovering
deficits—(i) Rule. A foreign surviving
corporation shall apply the deficit
rules of paragraphs (d)(2), (e)(1)(iii),
and (e)(2)(iii) of this section in that
order if more than one of such rules ap-
plies to the foreign surviving corpora-
tion.

(ii) Example. The following example
illustrates the principles of this para-

26 CFR Ch. | (4-1-16 Edition)

graph (f)(4). The example assumes the
following facts: Foreign corporation A
has been a pooling corporation since its
incorporation on January 1, 1998. For-
eign corporation B has been a non-
pooling corporation since its incorpora-
tion on January 1, 2000. Foreign cor-
porations A and B have always had cal-
endar taxable years. Foreign corpora-
tions A and B (and all of their respec-
tive qualified business units as defined
in section 989) maintain a ‘‘u” func-
tional currency. All earnings and prof-
its of foreign corporation B are in the
general category. Finally, unless other-
wise stated, any earnings and profits in
the passive category resulted from a
look-through dividend that was paid by
a lower-tier CFC out of earnings accu-
mulated when the CFC was a noncon-
trolled section 902 corporation and that
qualified for the subpart F same-coun-
try exception under section 954(c)(3)(A).
The example is as follows:

Example. (i) Facts. (A) On December 31, 2006,
foreign corporations A and B have the fol-
lowing earnings and profits and foreign in-
come taxes:

Foreign
E&P taxes
Foreign Corporation A Post-1986 Pool
Separate Category:
Passive 400u $160
General (300u) 25
100u 185
Foreign Corporation B:
2006 (300u) 50u
100u 25u
(200u) 75u

(B) On January 1, 2007, foreign corporation
B acquires the assets of foreign corporation
A in a reorganization described in section
368(a)(1)(C). Immediately following the for-
eign section 381 transaction, foreign sur-
viving corporation is a CFC.

(ii) Result. Under the rules described in
paragraphs (d)(1), (d)2), (e)1)d), (e)1)(id),
and (e)(1)(iii) of this section, foreign sur-
viving corporation has the following earn-
ings and profits and foreign income taxes:

Earnings & profits Foreign taxes

Foreign
- ; Foreign taxes asso-
P%sgl(tg/ © Hg;?igirt]g taxes ciated with

availabe hovering

deficit
Post-1986 pool separate category:

Passive ....... 400U | oo $160 | oo
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Earnings & profits Foreign taxes

) Foreign
Positive Hovering Ftc;rggn t;’;?;‘dafﬁt%'
E&P deficit availabe hovering
deficit
General ....... (300u) $25
0

Carryforward pre-| poollng deflcn from Corp B .
2006 (from Corp B) ........ .

(200u)

2005 (from Corp B) ..

400u (500u) | oo $25

(iii) Post-transaction earnings. (A) In the
taxable year ending on December 31, 2007,
foreign surviving corporation accumulates
earnings and profits and pays related foreign
income taxes as follows:

Foreign
E&P taxes
Post-1986 pool separate category:
Passive .... 150u $40
General .... 400u 60
550u 100

(B) None of the earnings and profits qualify
as subpart F income as defined in section
952(a). Under paragraph (f)(4)(i) of this sec-
tion, the rules of paragraph (d)(2) of this sec-

tion apply before the rules of paragraph
(e)(1)(iii) of this section. Accordingly, post-
transaction earnings in a separate category
are first offset by a hovering deficit in the
same separate category in the post-1986 pool.
Thus, foreign surviving corporation’s (300u)
deficit in the general category offsets 300u of
post-transaction earnings in the general cat-
egory. After application of paragraph (d)(2)
of this section, the (200u) deficit in the gen-
eral category carried forward from foreign
corporation B’s pre-pooling aggregate deficit
offsets the remaining 100u of post-trans-
action earnings in the general category. Ac-
cordingly, foreign surviving corporation has
the following earnings and profits and for-
eign income taxes at the end of 2007:

Earnings & profits Foreign taxes
Foreign
- : Foreign taxes
P%%‘B’ © Hg;ﬁ(r:lirsg taxes associated
available with hov-
ering deficit
Post-1986 pool separate category
Passive ....... 550u $200
General . . . $85
Carryforward pre-| poollng deficit from Corp B ....................................... (100U) | oo $0
2006 (from Corp B) .. . 50u
2005 (from Corp B) .. 25u
550u (100U) | oo $0

(C) Under paragraph (d)(2)(iii) of this sec-
tion, all of the $25 of post-1986 foreign income
taxes related to the (300u) hovering deficit in
the general category is added to the foreign
surviving corporation’s post-1986 foreign in-
come taxes of $60 in that category (because
post-transaction earnings in the general cat-
egory have exceeded the deficit in that cat-
egory). Under paragraph (e)(1)(iii)(C) of this
section, the 50u and 25u of foreign income
taxes associated with foreign corporation B’s
pre-1987 accumulated profits for 2006 and 2005
remain in those layers. These foreign income
taxes generally will not be reduced or
deemed paid unless a foreign tax refund re-
stores a positive balance to the associated
earnings pursuant to section 905(c), and thus
will be trapped. See §1.902-2(b)(2).

(5) Pro rata rule for earnings and defi-
cits during transaction year. (i) For pur-
poses of offsetting post-transaction
earnings of a foreign surviving corpora-
tion under the rules described in para-
graphs (d)(2), (e)(1)(iii), and (e)(2)(iii) of
this section, the earnings and profits,
and any related foreign income taxes,
in each separate category for the tax-
able year of the foreign surviving cor-
poration in which the transaction oc-
curs shall be deemed to have been ac-
cumulated after such transaction in an
amount which bears the same ratio to
the undistributed earnings and profits
of the foreign surviving corporation for
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such taxable year (computed without
regard to any earnings and profits car-
ried over) as the number of days in the
taxable year after the date of trans-
action bears to the total number of
days in the taxable year. See, e.g.,
§1.381(c)(2)-1(a)(7T) Example 2 (illus-
trating application of this rule with re-
spect to domestic corporations).

(ii) For purposes of determining the
amount of pre-transaction deficits de-
scribed in paragraphs (d)(2), (e)(1)(iii),
and (e)(2)(iii) of this section, of a for-
eign surviving corporation that has a
deficit in earnings and profits in any
separate category for its taxable year
in which the transaction occurs, unless
the actual accumulated earnings and
profits, or deficit, as of such date can
be shown, such pre-transaction deficit,
and any related foreign income taxes,
shall be deemed to have accumulated
in a manner similar to that described
in paragraph (f)(6)(i) of this section.
See, e.g., §1.381(c)(2)-1(a)(7) Example 4
(illustrating application of this rule
with respect to domestic corporations).

(g) Effective date. This section shall
apply to section 367(b) transactions
that occur on or after November 6, 2006.

[T.D. 9273, 71 FR 44985, Aug. 8, 2006; 71 FR
57889, Oct. 2, 2006, as amended at 71 FR 70876,
Dec. 7, 2006]

§1.367(b)-8 Allocation of earnings and
profits and foreign income taxes in
certain foreign corporate separa-
tions. [Reserved]

§1.367(b)-9 Special rule for F reorga-
nizations and similar transactions.

(a) Scope. This section applies to a
foreign section 381 transaction (as de-
fined in §1.367(b)-7(a)) either—

(1) That is described in section
368(a)(1)(F); or

(2) That involves—

(i) At least one foreign corporation
that holds no property and has no tax
attributes immediately before the
transaction, other than a nominal
amount of assets (and related tax at-
tributes) to facilitate its organization
or preserve its existence as a corpora-
tion; and

(ii) No more than one foreign cor-
poration that holds more than a nomi-
nal amount of property or has more
than a nominal amount of tax at-

26 CFR Ch. | (4-1-16 Edition)

tributes immediately before the trans-
action.

(b) Hovering deficit rules inapplicable.
If a transaction is described in para-
graph (a) of this section, a foreign sur-
viving corporation shall succeed to
earnings and profits, deficits in earn-
ings and profits, and foreign income
taxes without regard to the hovering
deficit rules of  §1.367(b)-7(d)(2),
(e)(1)(iii), and (e)(2)(iii).

(c) Foreign divisive transactions. [Re-
served]

(d) Examples. The following examples
illustrate the principles of this section:

Example 1. (i) Facts. (A) Foreign corpora-
tion A is and always has been a wholly
owned subsidiary of USP, a domestic cor-
poration. Foreign corporation A was incor-
porated in 1995, and has always had a cal-
endar taxable year. Foreign corporation A
(and all of its respective qualified business
units as defined in section 989) maintains a
‘“u” functional currency. On December 31,
2006, foreign corporation A has the following
post-1986 undistributed earnings and post-
1986 foreign income taxes:

Separate Category E&P F&r)iiagn

Passive .... (1,000u) $5
General .... 200u 200
(800u) 205

(B) On January 1, 2007, foreign corporation
A moves its place of incorporation from
Country 1 to Country 2 in a reorganization
described in section 368(a)(1)(F).

(ii) Result. Under §1.367(b)-7(d), as modified
by paragraph (b) of this section, the pre-
transaction deficit of foreign corporation A
will not hover. Accordingly, foreign sur-
viving corporation has the following post-
1986 undistributed earnings and post-1986 for-
eign income taxes immediately after the for-
eign section 381 transaction:

Separate category E&P Fgfé%n

Passive ... (1,000u) $5
General .... 200u 200
(800u) 205

Example 2. (i) Facts. (A) Foreign corpora-
tions B, C and D are and always have been
wholly owned subsidiaries of USP, a domes-
tic corporation. Foreign corporation B was
incorporated in 2000 and foreign corporations
C and D were incorporated in 2001. Foreign
corporation B does not own any significant
property and has no earnings and profits or
foreign income taxes accounts. Both foreign
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corporations C and D have always had a cal-
endar taxable year. Foreign corporations C
and D (and all of their respective qualified
business units as defined in section 989)
maintain a ‘‘u”’ functional currency. On De-
cember 31, 2006, foreign corporations C and D
have the following post-1986 undistributed
earnings and post-1986 foreign income taxes:

Foreign
E&P taxes

Foreign corporation C Separate Cat-
egory:

Passive

General

(900u) $50
(200u) 100

(1100u) 150

Foreign corporation D Separate Cat-
egory:

Passive

General

1200u 400
400u 100

§1.367(b)-10

Foreign
E&P taxes

1600u 500

(B) On January 1, 2007, USP foreign cor-
porations C and D merge into foreign cor-
poration B in a reorganization described in
section 368(a)(1)(A).

(ii) Result. Although the merger is a for-
eign section 381 transaction involving a for-
eign corporation with no property or tax at-
tributes, paragraph (b) of this section does
not apply because more than one foreign cor-
poration with significant tax attributes is
involved in the foreign section 381 trans-
action. Accordingly, under §1.367(b)-7(d), for-
eign surviving corporation B has the fol-
lowing post-1986 undistributed earnings and
post-1986 foreign income taxes immediately
after the foreign section 381 transaction:

Separate Category

Earnings & profits Foreign taxes

Foreign
Foreign taxes asso-
taxes avail- | ciated with
able hovering
deficit

Positive Hovering
E&P deficit

General ..

1200u (900u) $400 $50

Passive ..

400u (200u) 100 100

1600u (1100u) 500 150

(e) Effective date. This section shall
apply to section 367(b) transactions
that occur on or after November 6, 2006.

[T.D. 9273, 71 FR 44913, Aug. 8, 2006]

§1.367(b)-10 Acquisition of parent
stock or securities for property in
triangular reorganizations.

(a) In general—(1) Scope. Except as
provided in paragraphs (a)(2)(i) through
(iii) of this section, this section applies
to a triangular reorganization if P or S
(or both) is a foreign corporation and,
in connection with the reorganization,
S acquires in exchange for property all
or a portion of the P stock or P securi-
ties (P acquisition) that are used to ac-
quire the stock, securities or property
of T in the triangular reorganization.
This section applies to a triangular re-
organization regardless of whether P
controls (within the meaning of section
368(c)) S at the time of the P acquisi-
tion.

(2) Exceptions. This section shall not
apply if—

(i) P and S are foreign corporations
and neither P nor S is a controlled for-

eign corporation (within the meaning
of §1.367(b)-2(a)) immediately before or
immediately after the triangular reor-
ganization;

(ii) S is a domestic corporation, P’s
stock in S is not a United States real
property interest (within the meaning
of section 897(c)), and P would not be
subject to U.S. tax on a dividend (as de-
termined under section 301(c)(1)) from
S under either section 881 (for example,
by reason of an applicable treaty) or
section 882; or

(iii) In an exchange under section 354
or 3566, one or more U.S. persons ex-
change stock or securities of T and the
amount of gain in the T stock or secu-
rities recognized by such U.S. persons
under section 367(a)(1) is equal to or
greater than the sum of the amount of
the deemed distribution that would be
treated by P as a dividend under sec-
tion 301(c)(1) and the amount of such
deemed distribution that would be
treated by P as gain from the sale or
exchange of property under section
301(c)(3) if this section would otherwise
apply to the triangular reorganization.
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See §1.367(a)-3(a)(2)(iv) (providing a
similar rule that excludes certain
transactions from the application of
section 367(a)(1)).

(3) Definitions. For purposes of this
section, the following definitions
apply:

(i) The terms P, S, and T have the
meanings set forth in §1.358-6(b)(1)(i),
(ii), and (iii), respectively.

(ii) The term property has the mean-
ing set forth in section 317(a), except
that the term property also includes—

(A) A liability assumed by S to ac-
quire the P stock or securities; and

(B) S stock (or any rights to acquire
S stock) to the extent such S stock (or
rights to acquire S stock) is used by S
to acquire P stock or securities from a
person other than P.

(iii) The term security means an in-
strument that constitutes a security
for purposes of section 354 or 356.

(iv) The term triangular reorganization
has the meaning set forth in §1.358-
6(b)(2).

(b) General rules—(1) Deemed distribu-
tion. If this section applies, adjust-
ments shall be made that have the ef-
fect of a distribution of property (with
no built-in gain or loss) from S to P
under section 301 (deemed distribu-
tion). The amount of the deemed dis-
tribution shall equal the sum of the
amount of money transferred by S, the
amount of any liabilities that are as-
sumed by S and constitute property,
and the fair market value of other
property transferred by S in the P ac-
quisition in exchange for the P stock
or P securities described in paragraph
(i) or (ii), respectively, of this para-
graph (b)(1)—

(i) P stock received by T shareholders
or securityholders in an exchange to
which section 354 or 356 applies.

(ii) P securities received by T share-
holders or securityholders to the ex-
tent such securities are ‘‘other prop-
erty” (within the meaning of section
356(d)).

(2) Deemed contribution. If this section
applies, adjustments shall be made
that have the effect of a contribution
of property (with no built-in gain or
loss) by P to S in an amount equal to
the amount of the deemed distribution
from S to P under paragraph (b)(1) of
this section (deemed contribution).
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(3) Timing of deemed distribution and
deemed contribution. If P controls (with-
in the meaning of section 368(c)) S at
the time of the P acquisition, the ad-
justments described in paragraphs
(b)(1) and (2) of this section shall be
made as if the deemed distribution and
deemed contribution, respectively, are
separate transactions occurring imme-
diately before the P acquisition. If P
does not control (within the meaning
of section 368(c)) S at the time of the P
acquisition, the adjustments described
in paragraphs (b)(1) and (2) of this sec-
tion shall be made as if the deemed dis-
tribution and deemed contribution, re-
spectively, are separate transactions
occurring immediately after P acquires
control of S, but prior to the triangular
reorganization.

(4) Application of other provisions.
Nothing in this section shall prevent
the application of other provisions of
the Internal Revenue Code from apply-
ing to the P acquisition. For example,
section 304 may apply to the P acquisi-
tion. Furthermore, section 1001 or 267
may apply to S’s transfer of property
to acquire P stock or securities from P
or a person other than P. In addition,
generally applicable provisions that
apply to triangular reorganizations,
such as §1.358-6 and §1.1032-2, shall
apply to the triangular reorganization
in a manner consistent with S acquir-
ing the P stock or securities in ex-
change for property from P or a person
other than P, as the case may be.

(5) Example. The rules of this para-
graph (b) are illustrated by the fol-
lowing example:

(1) Facts. P, a publicly traded domes-
tic corporation, owns all of the out-
standing stock of FS, a foreign cor-
poration, and all of the outstanding
stock of US1, a domestic corporation
that is a member of the P consolidated
group. US1 owns all of the outstanding
stock of FT, a foreign corporation, the
fair market value of which is $100x.
US1l’s basis in the FT stock is $100x,
such that there is a no built-in gain or
loss in the FT stock. F'S has earnings
and profits in excess of $100x. FS pur-
chases $100x of P stock from the public
on the open market in exchange for
$100x of cash. Pursuant to foreign law,
FT merges with and into FS in a tri-
angular reorganization that qualifies
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under section 368(a)(1)(A) by reason of
section 368(a)(2)(D). In an exchange to
which section 354 applies, US1 ex-
changes all the outstanding stock of
FT for the $100x of P stock purchased
by F'S on the open market.

(ii) Analysis. The triangular reorga-
nization is described in paragraph (a)(1)
of this section. P is a domestic corpora-
tion and F'S is a foreign corporation. In
connection with FS purchasing the
$100x of P stock in exchange for prop-
erty (cash), F'S uses the P stock to ac-
quire the FT property in a triangular
reorganization, and US1 receives the P
stock in an exchange to which section
354 applies. Furthermore, none of the
exceptions of paragraphs (a)(2)(d)
through (iii) of this section apply.
Therefore, pursuant to paragraph (b)(1)
of this section, adjustments are made
that have the effect of a deemed dis-
tribution of property (with no built-in
gain or loss) in the amount of $100x
from F'S to P under section 301. Pursu-
ant to paragraph (b)(2) of this section,
adjustments are made that have the ef-
fect of a deemed contribution of prop-
erty (with no built-in gain or loss) in
the amount of $100x by P to F'S. Pursu-
ant to paragraph (b)(3) of this section,
the adjustments described in para-
graphs (b)(1) and (2) of this section are
made as if the deemed distribution and
deemed contribution, respectively, are
separate transactions occurring imme-
diately before FS’s purchase of the P
stock on the open market. Generally
applicable provisions apply to FS’s pur-
chase of the P stock on the open mar-
ket (see, for example, section 304) and
in determining certain tax con-
sequences to P and FS as a result of
the triangular reorganization (see, for
example, §1.358-6(d) and §1.1032-2(c)).

(c) Collateral adjustments. This para-
graph (c¢) provides additional rules that
apply by reason of the deemed distribu-
tion and deemed contribution described
in paragraphs (b)(1) and (b)(2), respec-
tively, of this section.

(1) Deemed distribution. A deemed dis-
tribution described in paragraph (b)(1)
of this section shall be treated as oc-
curring for all purposes of the Internal
Revenue Code. Thus, for example, the
ordering rules of section 301(c) apply to
characterize the deemed distribution
to P as a dividend from the earnings
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and profits of S, return of stock basis,
or gain from the sale or exchange of
property, as the case may be. Further-
more, sections 902 or 959 may apply to
the deemed distribution if S is a for-
eign corporation, and sections 881, 882,
897, 1442, or 1445 may apply to the
deemed distribution if S is a domestic
corporation. Appropriate corresponding
adjustments shall be made to S’s earn-
ings and profits consistent with the
principles of section 312.

(2) Deemed contribution. A deemed
contribution described in paragraph
(b)(2) of this section shall be treated as
occurring for all purposes of the Inter-
nal Revenue Code. Thus, for example,
appropriate adjustments shall be made
to P’s basis in the S stock.

(d) Anti-abuse rule. Appropriate ad-
justments shall be made pursuant to
this section if, in connection with a tri-
angular reorganization, a transaction
is engaged in with a view to avoid the
purpose of this section. For example, if
S is created, organized, or funded to
avoid the application of this section
with respect to the earnings and profits
of a corporation related (within the
meaning of section 267(b)) to P or S,
the earnings and profits of S will be
deemed to include the earnings and
profits of such related corporation for
purposes of determining the con-
sequences of the adjustments provided
in this section, and appropriate cor-
responding adjustments will be made
to account for the application of this
section to the earnings and profits of
such related corporation.

(e) Effective/applicability date. This
section applies to triangular reorga-
nizations occurring on or after May 17,
2011. For triangular reorganizations
that occur prior to May 17, 2011, see
§1.367(b)-14T as contained in 26 CFR
part 1 revised as of April 1, 2011.

[T.D. 9526, 76 FR 28893, May 19, 2011]

§1.367(b)-12 Subsequent treatment of
amounts attributed or included in
income.

(a) In general. This section applies to
distributions with respect to, or a dis-
position of, stock—

(1) To which, in connection with an
exchange occurring before February 23,
2000, an amount has been attributed
pursuant to §7.367(b)-9 or 7.367(b)-10 of
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this chapter (as in effect prior to Feb-
ruary 23, 2000, see 26 CFR part 1 revised
as of April 1, 1999); or

(2) In respect of which, before Feb-
ruary 23, 2000, an amount has been in-
cluded in income or added to earnings
and profits pursuant to §7.367(b)-7 or
§7.367(b)-10 of this chapter (as in effect
prior to February 23, 2000, see 26 CFR
part 1 revised as of April 1, 1999).

(b) Applicable rules. See §7.367(b)-12(b)
through (e) of this chapter (as in effect
prior to January 11, 2001, see 26 CFR
part 1 revised as of April 1, 2000) for
purposes of applying paragraph (a) of
this section.

(c) Effective date. This section applies
to distributions or dispositions that
occur on or after January 11, 2001.

[T.D. 8937, 66 FR 2257, Jan. 11, 2001]

§1.367(b)-13 Special rules for deter-
mining basis and holding period.

(a) Scope and definitions—(1) Scope.
This section provides special basis and
holding period rules to determine the
basis and holding period of stock of
certain foreign surviving corporations
held by a controlling corporation
whose stock is issued in an exchange
under section 354 or 356 in a triangular
reorganization. This section applies to
transactions that are subject to section
367(b) as well as section 367(a), includ-
ing transactions concurrently subject
to sections 367(a) and (b).

(2) Definitions. For purposes of this
section, the following definitions
apply:

(i) A block of stock has the meaning
provided in §1.1248-2(b).

(ii) The terms P, S, and T have the
meanings set forth in §1.358-6(b)(1)(i),
(ii), and (iii), respectively.

(iii) A triangular reorganization is a
reorganization described in §1.358-
6(b)(2)({), (ii), or (iii), or (v) (a forward
triangular merger, triangular C reorga-
nization, reverse triangular merger, or
triangular G reorganization, respec-
tively).

(b) Determination of basis for exchanges
of foreign stock or securities under section
354 or 356. For rules determining the
basis of stock or securities in a foreign
corporation received in a section 354 or
356 exchange, see §1.358-2.

(c) Determination of basis and holding
period for triangular reorganizations—(1)
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Application. In the case of a triangular
reorganization described in paragraph
(a)(2)(ii) of this section, this paragraph
(c) applies, if—

(i)(A) Immediately before the trans-
action, either P is a section 1248 share-
holder with respect to S, or P is a for-
eign corporation and a United States
person is a section 1248 shareholder
with respect to both P and S; and

(B) In the case of a reverse triangular
merger, P’s exchange of S stock is not
described in §1.367(b)-3(a) and (b) or in
§1.367(b)-4(b)(1)({), (2)(1), or (3); or

(ii)(A) Immediately before the trans-
action, a shareholder of T is a section
1248 shareholder with respect to T, or a
shareholder of T is a foreign corpora-
tion and a United States person is a
section 1248 shareholder with respect to
both such foreign corporation and T;
and

(B) With respect to at least one of the
exchanging shareholders described in
paragraph (c)(1)(ii)(A) of this section,
the exchange of T stock is not de-
scribed in §1.367(b)-3(a) and (b) or in
§1.367(b)-4(b)(1)(1), (2)(1), or (3).

(2) Basis and holding period rules. In
the case of a triangular reorganization
described in paragraph (c)(1) of this
section, each share of stock of the sur-
viving corporation (S or T) held by P
must be divided into portions attrib-
utable to the S stock and the T stock
immediately before the exchange. See
paragraph (e) of this section Examples 1
through 4 for illustrations of this rule.

(i) Portions attributable to S stock—(A)
In the case of a forward triangular
merger, a triangular C reorganization,
or a triangular G reorganization, the
basis and holding period of the portion
of each share of surviving corporation
stock attributable to the S stock is the
basis and holding period of such share
of stock immediately before the ex-
change.

(B) In the case of a reverse triangular
merger, the basis and holding period of
the portion of each share of surviving
corporation stock attributable to the S
stock is the basis and the holding pe-
riod immediately before the exchange
of a proportionate amount of the S
stock to which the portion relates. If P
is a shareholder described in paragraph
(c)(1)()(A) of this section with respect
to S, and P exchanges two or more
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blocks of S stock pursuant to the
transaction, then each share of the sur-
viving corporation (T) attributable to
the S stock must be further divided
into separate portions to account for
the separate blocks of stock in S.

(C) If the value of S stock imme-
diately before the triangular reorga-
nization is less than one percent of the
value of the surviving corporation
stock immediately after the triangular
reorganization, then P may determine
its basis in the surviving corporation
stock by applying the rules of para-
graph (c¢)(2)(ii) of this section to deter-
mine the basis and holding period of
the surviving corporation stock attrib-
utable to the T stock, and then in-
creasing the basis of each share of sur-
viving corporation stock by the propor-
tionate amount of P’s aggregate basis
in the S stock immediately before the
exchange (without dividing the stock
of the surviving corporation into sepa-
rate portions attributable to the S
stock).

(ii) Portions attributable to T stock—
(A) If any exchanging shareholder of T
stock is described in ©paragraph
(c)(1)(ii) of this section, the basis and
holding period of the portion of each
share of stock in the surviving corpora-
tion attributable to the T stock is the
basis and holding period immediately
before the exchange of a proportionate
amount of the T stock to which such
portion relates. If any exchanging
shareholder of T stock is described in
paragraph (c)(1)(ii) of this section, and
such shareholder exchanges two or
more blocks of T stock pursuant to the
transaction, then each share of sur-
viving corporation stock attributable
to the T stock must be further divided
into separate portions to account for
the separate blocks of T stock.

(B) If no exchanging shareholder of T
stock is described in ©paragraph
(c)(1)(ii) of this section, the rules of
§1.358-6 apply to determine the basis of
the portion of each share of the sur-
viving corporation attributable to T
immediately before the exchange.

(d) Special rules applicable to divided
shares of stock—(1) In general—(@i)
Shares of stock in different blocks are
aggregated into one divided portion for
basis purposes, if such shares imme-
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diately before the exchange are owned
by one or more shareholders that are—

(A) Not section 1248 shareholders
with respect to the corporation; or

(B) Foreign corporate shareholders,
provided that no United States persons
are section 1248 shareholders with re-
spect to both such foreign corporate
shareholders and the corporation.

(ii) For purposes of determining the
amount of gain realized on the sale or
exchange of stock that has a divided
portion pursuant to paragraph (c) of
this section, any amount realized on
such sale or exchange will be allocated
to each divided portion of the stock
based on the relative fair market value
of the stock to which the portion is at-
tributable at the time the portions
were created. See paragraph (e) Exam-
ple 5 of this section.

(iii) Shares of stock will no longer be
required to be divided if section 1248 or
section 964(e) would not apply to a dis-
position or exchange of such stock.

(2) Pre-exchange earnings and profits.
All earnings and profits (or deficits) ac-
cumulated by a foreign corporation be-
fore the reorganization and attrib-
utable to a share (or block) of stock for
purposes of section 1248 are attrib-
utable to the divided portion of stock
with the basis and holding period of
that share (or block). See §1.367(b)-4(d).

(38) Post-exchange earnings and profits.
Any earnings and profits (or deficits)
accumulated by the surviving corpora-
tion subsequent to the reorganization
are attributed to each divided share of
stock pursuant to section 1248 and the
regulations thereunder. The amount of
earnings and profits (or deficits) attrib-
utable to a divided share of stock is
further attributed to the divided por-
tions of such share of stock based on
the relative fair market value of each
divided portion of stock. See paragraph
(e) Example 5 of this section.

(e) Examples. The rules of this section
are illustrated by the following exam-
ples:

Example 1. Blocks of stock exchanged in a tri-
angular reorganization. (i) Facts. (A) US1, a
domestic corporation, owns all the stock of
F1, a foreign corporation. F1 owns all the
stock of FT, a foreign corporation, with 100
shares of stock outstanding. Each share of
FT stock is valued at $10x. Because F1 ac-
quired the stock of FT at two different dates,
F1 owns two blocks of F'T stock for purposes
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of section 1248. The first block consists of 60
shares. The shares in the first block have a
basis of $300x ($56x per share), a holding pe-
riod of 10 years, and $240x ($4x per share) of
earnings and profits attributable to the
shares for purposes of section 1248. The sec-
ond block consists of 40 shares. The shares in
the second block have a basis of $600x ($15x
per share), a holding period of 2 years, and
$80x ($2x per share) of earnings and profits
attributable to the shares for purposes of
section 1248.

(B) US2, a domestic corporation, owns all
of the stock of FP, a foreign corporation,
which owns all of the stock of F'S, a foreign
corporation. FP owns two blocks of FS
stock. Each block consists of 10 shares with
a value of $200x ($20x per share). The shares
in the first block have a basis of $50x ($5x per
share), a holding period of 10 years, and $50x
($6x per share) of earnings and profits attrib-
utable to such shares for purposes of section
1248. The shares in the second block had a
basis of $100x ($10x per share), a holding pe-
riod of 5 years, and $20x ($2x per share) of
earnings and profits attributable to such
shares for purposes of section 1248.

(C) FT merges into FS, with FS surviving,
and F1 receives 50 shares of FP stock with a
value of $1,000x in exchange for its FT stock.
The merger of FT into FS qualifies as for-
ward triangular merger, and immediately
after the exchange US1 is a section 1248
shareholder with respect to F1, the exchang-
ing shareholder, FP and FS, all of which are
controlled foreign corporations.

(ii) Basis and holding period determination.
(I) US1 is a section 1248 shareholder of F1,
the exchanging shareholder, and FT (both of
which are controlled foreign corporations)
immediately before the transaction. More-
over, F1 is not required to include amounts
in income under §1.367(b)-3(b) or 1.367(b)-4(b)
as described in paragraph (c)(1)(ii)(B) of this
section. Accordingly, the basis and holding
period of the FS stock held by FP imme-
diately after the triangular reorganization is
determined pursuant to paragraph (c) of this
section.

(2) Pursuant to paragraph (c) of this sec-
tion, each share of F'S stock is divided into
portions attributable to the basis and hold-
ing period of the FS stock held by FP imme-
diately before the exchange (the F'S portion)
and the FT stock held by F1 immediately be-
fore the exchange (the FT portion). The basis
and holding period of the FS portion is the
basis and holding period of the F'S stock held
by FP immediately before the exchange.
Thus, each share of FS stock in the first
block has a portion with a basis of $56x, a
value of $20x, a holding period of 10 years,
and $56x of earnings and profits attributable
to such portion for purposes of section 1248.
Each share of FS stock in the second block
has a portion with a basis of $10x, a value of
$20x, a holding period of 5 years, and $2x of
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earnings and profits attributable to such
portion for purposes of section 1248.

(3) Because the exchanging shareholder of
FT stock (F1) has a section 1248 shareholder
(US1), the holding period and basis of the FT
portion is the holding period and the propor-
tionate amount of the basis of the FT stock
immediately before the exchange to which
such portion relates. Further, because F1 ex-
changed two blocks of FT stock, the FT por-
tion must be divided into two separate por-
tions attributable to the two blocks of FT
stock. Thus, each share of F'S stock will have
a second portion with a basis of $156x ($300x
basis / 20 shares), a value of $30x ($600x value
/ 20 shares), a holding period of 10 years, and
$12x of earnings and profits ($240x / 20 shares)
attributable to such portion for purposes of
section 1248. Each share of FS stock will
have a third portion with a basis of $30x
($600x basis / 20 shares), a value of $20x ($400x
value / 20 shares), a holding period of 2 years,
and $4x of earnings and profits ($80x / 20
shares) attributable to such portion for pur-
poses of section 1248.

(iii) Subsequent disposition—first block. As-
sume, immediately after the transaction, FP
disposes of a share of F'S stock from the first
block. When FP disposes of any share of its
FS stock, it is treated as disposing of each
divided portion of such share. With respect
to the first portion (attributable to the FS
stock), FP recognizes a gain of $15x ($20x
value — $56x basis), $6x of which is treated as
a dividend under section 1248. With respect
to the second portion (attributable to the
first block of FT stock), FP recognizes a gain
of $16x ($30x value — $156x basis), $12x of
which is treated as a dividend under section
1248. With respect to the third portion (at-
tributable to the second block of FT stock),
FP recognizes a capital loss of $10x ($20x
value — $30x basis).

(iv) Subsequent disposition—second block. As-
sume further, immediately after the trans-
action, FP also disposes of a share of stock
from the second block of F'S stock. With re-
spect to the first portion (attributable to the
F'S stock), FP recognizes a gain of $10x ($20x
value — $10x basis), $2x of which is treated as
a dividend under section 1248. With respect
to the second portion (attributable to the
first block of FT stock), FP recognizes a gain
of $156x ($30x value — $16x basis), $12x of
which is treated as a dividend under section
1248. With respect to the third portion (at-
tributable to the second block of FT stock),
FP recognizes a capital loss of $10x ($20x
value — $30x basis).

Example 2. (i) Facts. The facts are the same
as in Example 1, except that FS merges into
FT with FT surviving in a reverse triangular
merger. Pursuant to the merger, F1 receives
FP stock with a value of $1,000x in exchange
for its F'T stock, and FP receives 10 shares of
FT stock with a value of $1,000x in exchange
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for its F'S stock. Immediately after the ex-
change, US1 is a section 1248 shareholder
with respect to F1, the exchanging share-
holder, FP, and FT, all of which are con-
trolled foreign corporations.

(ii) Basis and holding period determination—
(A) The basis and holding period of the stock
of the surviving corporation held by FP are
the same as in Erxample 1, except that each
share of the surviving corporation (FT, in-
stead of FS) will be divided into four por-
tions instead of three portions. Because FP
exchanges two blocks of FS stock, the FS
portion must be divided into two separate
portions attributable to the two blocks of F'S
stock. Because F1 exchanges two blocks of
FT stock, the FT portion must be divided
into two separate portions attributable to
the two blocks of FT stock.

(B) Thus, each share of the surviving cor-
poration (FT) will have a first portion (at-
tributable to the first block of FS stock)
with a basis of $56x ($50x / 10 shares), a value
of $20x ($200x / 10 shares), a holding period of
10 years, and $5x of earnings and profits ($50x
/ 10 shares) attributable to such portion for
purposes of section 1248. Each share of FT
stock will have a second portion (attrib-
utable to the second block of FS stock) with
a basis of $10x ($100x / 10 shares), a value of
$20x ($200x / 10 shares), a holding period of 5
years, and $2x of earnings and profits ($20x /
10 shares) attributable to such portion for
purposes of section 1248. Moreover, each
share of FT stock will have a third portion
(attributable to the first block of FT stock)
with a basis of $30x ($300x basis / 10 shares),
a value of $60x ($600x value / 10 shares), a
holding period of 10 years, and $24x of earn-
ings and profits ($240x / 10 shares) attrib-
utable to such portion for purposes of section
1248. Lastly, each share of FT stock will have
a fourth portion (attributable to the second
block of FT stock) with a basis of $60x ($600x
basis / 10 shares), a value of $40x ($400x value
/ 10 shares), a holding period of 2 years, and
$8x of earnings and profits ($80x / 10 shares)
attributable to such portion for purposes of
section 1248.

Example 3. (i) Facts. USP, a domestic cor-
poration, owns all the stock of F'S, a foreign
corporation with 10 shares of stock out-
standing. Each share of F'S stock has a value
of $10x, a basis of $6x, a holding period of 10
years, and $7x of earnings and profits attrib-
utable to such share for purposes of section
1248. FP, a foreign corporation, owns the
stock of FT, another foreign corporation. FP
and FT do not have any section 1248 share-
holders. FT has assets with a value of $100x,
a basis of $50x, and no liabilities. The FT
stock held by FP has a value of $100x and a
basis of $76x. FT merges into FS with F'S sur-
viving in a forward triangular merger. Pur-
suant to the reorganization, FP receives
USP stock with a value of $100x in exchange
for its F'T stock.
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(ii) Basis and holding period determination—
(A) Because USP is a section 1248 share-
holder of FS immediately before the trans-
action, the basis and holding period of the
F'S stock held by USP immediately after the
triangular reorganization is determined pur-
suant to paragraph (c) of this section.

(B) Pursuant to paragraph (c) of this sec-
tion, each share of FS stock is divided into
portions attributable to the basis and hold-
ing period of the F'S stock held by USP im-
mediately before the exchange (the FS por-
tion) and the FT portion immediately before
the exchange. Because FT does not have a
section 1248 shareholder immediately before
the transaction, the rules of §1.358-6 apply to
determine the basis of the F'T portion of each
share of F'S stock. Those rules determine the
basis of F'S stock held by USP by reference
to the basis of F'T’s net assets. The basis and
holding period of the F'S portion is the basis
and holding period of the FS stock held by
USP immediately before the exchange. Thus,
each share of F'S stock has a portion with a
basis of $6x, a value of $10x, a holding period
of 10 years, and $7x of earnings and profits
attributable to such portion for section 1248
purposes. The basis of the FT portion is the
basis of the FT assets to which such portion
relates. Thus, each share of F'S stock has a
second portion with a basis of $6x ($50x basis
in FT’s assets / 10 shares) and a value of $10x
($100x value of FT’s assets / 10 shares). All of
FS’s earnings and profits prior to the trans-
action ($70x) is attributed solely to the FS
portion in each share of FS stock. As a re-
sult of each share of stock being divided into
portions, the basis of the FS stock is not
averaged with the basis of the FT assets to
increase the section 1248 amount with re-
spect to the stock of the surviving corpora-
tion (F'S).

Example 4. (i) Facts. US, a domestic cor-
poration, owns all of the stock of FT, a for-
eign corporation. The FT stock held by US
constitutes a single block of stock with a
value of $1,000x, a basis of $600x, and holding
period of 5 years. USP, a domestic corpora-
tion, forms F'S, a foreign corporation, pursu-
ant to the plan of reorganization and capital-
izes it with $10x of cash. FS merges into FT
with FT surviving in a reverse triangular
merger and a reorganization described in
section 368(a)(1)(B). Pursuant to the reorga-
nization, US receives USP stock with a value
of $1,000x in exchange for its FT stock, and
USP receives 10 shares of FT stock with a
value of $1,010x in exchange for its F'S stock.

(ii) Basis and holding period determination.
(A) US and USP are section 1248 shareholders
of FT and FS, respectively, immediately be-
fore the transaction. Neither US nor USP is
required to include amounts in income under
§1.367(b)-3(b) or 1.367(b)-4(b) as described in
paragraph (c)(1)(A)(B) or (c)(1)({i)(B) of this
section. The basis and holding period of the
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FT stock held by USP is determined pursu-
ant to paragraph (c) of this section.

(B) Pursuant to paragraph (c) of this sec-
tion, because the exchanging shareholder of
FT stock (US) is a section 1248 shareholder of
FT, each share of the surviving corporation
(F'T) has a proportionate amount of the basis
and holding period of the FT stock imme-
diately before the exchange to which such
share relates. Thus, the portion of each share
of FT stock attributable to the FT stock has
a basis of $60x ($600x basis / 10 shares), a
value of $100x ($1,000x value / 10 shares), and
a holding period of 5 years. Because the
value of FS stock immediately before the
triangular reorganization ($10x) is less than
one percent of the value of the surviving cor-
poration (FT) immediately after the tri-
angular reorganization ($1,010x), USP may
determine its basis in the stock of the sur-
viving corporation (FT) attributable to its
FS stock basis held prior to the reorganiza-
tion by increasing the basis of each share of
FT stock by the proportionate amount of
USP’s aggregate basis in the F'S stock imme-
diately before the exchange (without divid-
ing each share of FT stock into separate por-
tions to account for FS and FT). If USP so
elects, USP’s basis in each share of FT stock
is increased by $1x ($10x basis in F'S stock /
10 shares). As a result, each share of FT
stock has a basis of $61x, a value of $101x, and
a holding period of 5 years.

Example 5. (i) Facts. US, a domestic cor-
poration, owns all of the stock of F1, a for-
eign corporation, which owns all the stock of
FT, a foreign corporation. The FT stock held
by F1 constitutes one block of stock with a
basis of $170x, a value of $200x, a holding pe-
riod of 5 years, and $10x of earnings and prof-
its attributable to such stock for purposes of
section 1248. FP, a foreign corporation, owns
all the stock of F'S, a foreign corporation. FS
has 10 shares of stock outstanding. No
United States person is a section 1248 share-
holder with respect to FP or FS. The FS
stock held by FP has a value of $100x and a
basis of $50x ($56x per share). FT merges into
FS with FS surviving in a forward triangular
merger. Pursuant to the merger, F1 receives
FP stock with a value of $200x for its FT
stock in an exchange that qualifies for non-
recognition under section 354. US is a section
1248 shareholder with respect to F1, the ex-
changing shareholder, FP, and FS (all of
which are controlled foreign corporations)
immediately after the exchange.

(ii) Basis and holding period determination.
(A) Because US is a section 1248 shareholder
of F1, the exchanging shareholder, and FT
immediately before the transaction, and US
is a section 1248 shareholder of F1, FP, and
FS immediately after the transactions, F1 is
not required to include amounts in income
under §§1.367(b)-3(b) and 1.367(b)-4(b) as de-
scribed in paragraph (c)(1)(ii)(B) of this sec-
tion. Thus, the basis and holding period of
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the F'S stock held by FP immediately after
the triangular reorganization is determined
pursuant to paragraph (c) of this section.

(B) Pursuant to paragraph (c) of this sec-
tion, each share of FS stock is divided into
portions attributable to the basis and hold-
ing period of the F'S stock held by FP imme-
diately before the exchange (the FS portion)
and the FT stock held by F1 immediately be-
fore the exchange (the FT portion). The basis
and holding period of the FS portion is the
basis and holding period of the F'S stock held
by FP immediately before the exchange.
Thus, each share of FS stock has a portion
with a basis of $6x and a value of $10x. Be-
cause the exchanging shareholder of FT
stock (F1) has a section 1248 shareholder of
both F1 and FT, the basis and holding period
of the FT portion is the proportionate
amount of the basis and the holding period of
the FT stock immediately before the ex-
change to which such portion relates. Thus,
each share of F'S stock will have a second
portion with a basis of $17x ($170x basis / 10
shares), a value of $20x ($200x value / 10
shares), a holding period of 5 years, and $1x
of earnings and profits ($10x earnings and
profits / 10 shares) attributable to such por-
tion for purposes of section 1248.

(iii) Subsequent disposition. (A) Several
vears after the merger, FP disposes of all of
its F'S stock in a transaction governed by
section 964(e). At the time of the disposition,
FS stock has decreased in value to $210x (a
post-merger reduction in value of $90x), and
FS has incurred a post-merger deficit in
earnings and profits of $30x.

(B) Pursuant to paragraph (d)(1)(ii) of this
section, for purposes of determining the
amount of gain realized on the sale or ex-
change of stock that has a divided portion,
any amount realized on such sale or ex-
change is allocated to each divided portion
of the stock based on the relative fair mar-
ket value of the stock to which the portion
is attributable at the time the portions were
created. Immediately before the merger, the
value of the F'S stock in relation to the value
of both the F'S stock and the FT stock was
one-third ($100x / ($100x plus $200x)). Like-
wise, immediately before the merger, the
value of the FT stock in relation to the
value of both the FT stock and the FS stock
was two-thirds ($200x / $100x plus $200x). Ac-
cordingly, one-third of the $210x amount re-
alized is allocated to the F'S portion of each
share and two-thirds to the FT portion of
each share. Thus, the amount realized allo-
cated to the FS portion of each share is $7x
(one-third of $210x divided by 10 shares). The
amount realized allocated to the FT portion
of each share is $14x (two-thirds of $210x di-
vided by 10 shares).

(C) Pursuant to paragraph (d)(3) of this sec-
tion, any earnings and profits (or deficits)
accumulated by the surviving corporation
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subsequent to the reorganization are attrib-
uted to the divided portions of shares of
stock based on the relative fair market value
of each divided portion of stock. Accord-
ingly, one-third of the post-merger earnings
and profits deficit of $30x is allocated to the
FS portion of each share and two-thirds to
the F'T portion of each share. Thus, the def-
icit in earnings and profits allocated to the
FS portion of each share is $1x (one-third of
$30x divided by 10 shares). The deficit in
earnings and profits allocated to the FT por-
tion of each share is $2x (two-thirds of $30x
divided by 10 shares).

(D) When FP disposes of its F'S stock, FP
is treated as disposing of each divided por-
tion of a share of stock. With respect to the
F'S portion of each share of stock, FP recog-
nizes a gain of $2x (§7x value — $56x basis),
which is not recharacterized as a dividend
because a deficit in earnings and profits of
$1x is attributable to such portion for pur-
poses of section 1248. With respect to the FT
portion of each share of stock, FP recognizes
a loss of $3x ($14x value — $17x basis).

(f) Effective date. This section applies
to exchanges occurring on or after Jan-
uary 23, 2006.

[T.D. 9243, 71 FR 4289, Jan. 26, 2006, as amend-
ed by T.D. 9400, 73 FR 30303, May 27, 2008;
T.D. 9446, 74 FR 6958, Feb. 11, 2009]

§1.367(d)-1T Transfers of intangible
property to foreign corporations
(temporary).

(a) Purpose and scope. This section
provides rules under section 367(d) con-
cerning transfers of intangible prop-
erty by U.S. persons to foreign corpora-
tions pursuant to section 351 or 361.
Paragraph (b) of this section specifies
the transfers that are subject to sec-
tion 367(d) and the rules of this section,
while paragraph (c) provides rules con-
cerning the consequences of such a
transfer. In general, the U.S. transferor
will be treated as receiving annual pay-
ments contingent on productivity or
use of the transferred property, over
the useful life of the property (regard-
less of whether such payments are in
fact made by the transferee). Para-
graphs (d), (e), and (f) of this section
provide rules for cases in which there is
a later direct or indirect disposition of
the intangible property transferred. In
general, deemed annual license pay-
ments will continue if a transfer is
made to a related person, while gain
must be recognized immediately if the
transfer is to an unrelated person.
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Paragraph (g) of this section provides
several special rules, including a rule
allowing appropriate adjustments
where deemed payments under section
367(d) are not in fact received by the
U.S. transferor of the intangible prop-
erty, and a rule providing for a limited
election to treat certain transfers of
intangible property as sales at fair
market value (in lieu of applying the
general useful life-contingent payment
rule). In addition, paragraph (g) of this
section provides rules coordinating the
application of section 367(d) with other
relevant Code sections. Paragraph (h)
of this section defines the term related
person for purposes of this section. Fi-
nally, paragraph (i) of this section pro-
vides the effective date of this section.
For rules concerning transfers of intan-
gible property pursuant to section 332,
see §1.367(a)-bT(e). For purposes of de-
termining whether a U.S. person has
made a transfer of intangible property
that is subject to the rules of section
367(d), the rules of §1.367(a)-1T(c) shall
apply.

(b) Intangible property subject to sec-
tion 367(d). Section 367(d) and the rules
of this section shall apply to the trans-
fer of any intangible property, as de-
fined in §1.367(a)-1T(d)(5)(i). However,
section 367(d) and the rules of this sec-
tion shall not apply to the transfer of
foreign goodwill or going concern
value, as defined in §1.367(a)—
1T(d)(b)(iii), or to the transfer of intan-
gible property described in §1.367(a)-
5T(b)(2). However, the transfer of those
items to a foreign corporation is sub-
ject to the rules set forth in §1.367(a)-
6T, and the transfer of intangible prop-
erty described in §1.367(a)-5T(b)(2) is
subject to the rules set forth in
§1.367(a)-bT. For a special rule relating
to the transfer of operating intangi-
bles, as defined in §1.367(a)-1T(d)(5)(ii),
see paragraph (g)(3) of this section.
Transfers of intangible property to for-
eign corporations pursuant to section
361 or 361 are subject to the rules of
this section regardless of whether the
property is to be used in the United
States, in connection with goods to be
sold or consumed in the United States,
or in connection with a trade or busi-
ness outside the United States.
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(c) Deemed payments upon transfer of
intangible property to foreign corpora-
tion—(1) In general. If a U.S. person
transfers intangible property that is
subject to section 367(d) and the rules
of this section to a foreign corporation
in an exchange described in section 351
or 361, then such person shall be treat-
ed as having transferred that property
in exchange for annual payments con-
tingent on the productivity or use of
the property. Such person shall, over
the useful life of the property, annually
include in gross income an amount
that represents an appropriate arms-
length charge for the use of the prop-
erty. The appropriate charge shall be
determined in accordance with the pro-
visions of section 482 and regulations
thereunder. See §1.482-2(d). The
amount of the deemed payment thus
calculated shall be reduced by any roy-
alty or other periodic payment made or
accrued by the transferee to an unre-
lated person during that taxable year
for the right to use the intangible prop-
erty. Amounts so included in the trans-
feror’s income shall be treated as ordi-
nary income from sources within the
United States. For purposes of com-
puting estimated tax payments,
deemed payments under this paragraph
(c) shall be treated as received by the
transferor on the last day of its taxable
year.

(2) Required adjustments. The fol-
lowing adjustments shall be made with
respect to a U.S. person’s recognition
of a deemed payment for the use of in-
tangible property under this paragraph
(c):

(i) For purposes of chapter 1 of the
Code, the earnings and profits of the
transferee foreign corporation shall be
reduced by the amount of such deemed
payment; and

(ii) For purposes of subpart F of part
III of subchapter N of the Code, the
transferee foreign corporation may
treat such deemed payment as an ex-
pense (whether or not that amount is
actually paid), properly allocated and
apportioned to gross income subject to
subpart F, in accordance with the pro-
visions of §§1.954-1(c) and 1.861-8.

No other special adjustments to earn-
ing the profits, basis, or gross income
shall be permitted by reason of the rec-
ognition of a deemed payment under
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this paragraph (c). However, see para-
graph (g)(1) of this section for rules
permitting the establishment of an ac-
count receivable with respect to
deemed payments not actually received
by the U.S. person.

(38) Useful life. For purposes of this
section, the useful life of intangible
property is the entire period during
which the property has value. However,
in no event shall the useful life of an
item of intangible property be consid-
ered to exceed twenty years. If intan-
gible property derives its value from
secrecy or from protections afforded by
law, the useful life of such property
shall terminate when the property is
no longer secret or no longer legally
protected.

(4) Blocked income. No deemed pay-
ment included in a taxpayer’s income
under paragraph (c)(1) of this section
shall be treated as deferrable income
for purposes of applying rules relating
to blocked foreign income. See Rev-
enue Ruling 74-351, 1974-2 C.B. 144.

(d) Subsequent transfer of stock of
transferee foreign corporation to unre-
lated person—(1) Treatment as sale of in-
tangible property. If a U.S. person trans-
fers intangible property that is subject
to section 367(d) and the rules of this
section to a foreign corporation in an
exchange described in section 351 or
361, and within the useful life of the in-
tangible property that U.S. transferor
subsequently disposes of the stock of
the transferee foreign corporation to a
person that is not a related person
(within the meaning of paragraph (h) of
this section), then the U.S. transferor
shall be treated as having simulta-
neously sold the intangible property to
the person acquiring the stock of the
transferee foreign corporation. The
U.S. transferor shall be required to rec-
ognize gain (but not loss) from sources
within the United States in an amount
equal to the difference between the fair
market value of the transferred intan-
gible property on the date of the subse-
quent disposition and the U.S. trans-
feror’s former adjusted basis in that
property (determined as of the original
transfer). If the U.S. transferor’s dis-
position of the stock of the transferee
foreign corporation is subject to U.S.
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tax other than by reason of this para-
graph (d), then the amount of gain oth-
erwise required to be recognized with
respect to the stock of the transferee
foreign corporation shall be reduced by
the amount of gain recognized with re-
spect to the intangible property pursu-
ant to this paragraph (d).

(2) Required adjustments. If a U.S. per-
son disposes of the stock of a trans-
feree foreign corporation, and under
paragraph (d)(1) of this section is treat-
ed as having simultaneously sold in-
tangible property, then, for purposes of
computing basis and earnings and prof-
its, the person acquiring the stock of
the transferee foreign corporation shall
be deemed to have purchased that prop-
erty at fair market value and to have
immediately thereafter contributed it
to the transferee foreign corporation in
a transaction not covered by section
367(d). Therefore, for purposes of chap-
ter 1 of the Code—

(i) The transferee foreign corpora-
tion’s basis in the intangible property
will be equal to its fair market value
(as calculated for purposes of deter-
mining the gain required to be recog-
nized by the U.S. transferor);

(ii) The acquiring person’s basis in
the stock of the transferee foreign cor-
poration shall be determined as if no
portion of the consideration given by
the acquiring person for the stock is
attributable to the intangible property;
and

(iii) The earnings and profits of the
transferee foreign corporation will not
be affected by the transfer of its stock
or the deemed transfer to it of the in-
tangible property.

(e) Subsequent transfer of stock of
transferee foreign corporation to related
person—(1) Transfer to related U.S. per-
son treated as disposition of intangible
property. If a U.S. person transfers in-
tangible property that is subject to
section 367(d) and the rules of this sec-
tion to a foreign corporation in an ex-
change described in section 351 or 361
and, within the useful life of the trans-
ferred intangible property, that U.S.
transferor subsequently transfers the
stock of the transferee foreign corpora-
tion to U.S. persons that are related to
the transferor within the meaning of
paragraph (h) of this section, then the
following rules shall apply:
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(i) Bach such related U.S. person
shall be treated as having received
(with the stock of the transferee for-
eign corporation) a right to receive a
proportionate share of the contingent
annual payments that would otherwise
be deemed to be received by the U.S.
transferor under paragraph (c) of this
section.

(ii) Each such related U.S. person
shall, over the useful life of the prop-
erty, annually include in gross income
a proportionate share of the amount
that would have been included in the
income of the U.S. transferor pursuant
to paragraph (c) of this section. Such
amounts shall be treated as ordinary
income from sources within the United
States.

(iii) The amount of income required
to be recognized by the U.S. transferor
pursuant to the rule of paragraph (d)(1)
of this section shall be reduced to the
amount determined in accordance with
the following formula:

(d)(1) amount x (100% — (e) percentage)

For purposes of the above formula, the
(d)(I) amount is the income that would
otherwise be required to be recognized
by the transferor corporation pursuant
to paragraph (d)(1) of this section, and
the (e) percentage is the percentage of
the transferor corporation’s total
deemed rights to receive contingent
annual payments under paragraph (c)
of this section that is deemed to be
transferred to related U.S. persons
under the rules of this paragraph (e).
(iv) The rules of paragraphs (d) and
(e) of this section shall be reapplied in
the case of any later transfer of the
stock of the transferee foreign corpora-
tion by a related U.S. person that re-
ceived such stock in a transfer that
was subject to the rules of this para-
graph (e). For purposes of reapplying
the rules of paragraphs (d) and (e), each
such related U.S. person shall be treat-
ed as a U.S. transferor of intangible
property to the transferee foreign cor-
poration (to the extent of the interest
attributed to such person pursuant to
subdivision (i) of this paragraph (e)(1)).
(2) Required adjustments. If a U.S. per-
son transfers stock of a transferee for-
eign corporation to a U.S. related per-
son in a transaction that is subject to
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the rules of paragraph (e)(1) of this sec-
tion, the following adjustments shall
be made:

(i) For purposes of chapter 1 of the
Code, the earnings and profits of the
transferee foreign corporation shall be
reduced by the amount of any payment
deemed to be received by a related U.S.
person under paragraph (e)(1)(ii) of this
section;

(ii) For purposes of subpart F of part
III of subchapter N of the Code, the
transferee foreign corporation may al-
locate and apportion such deemed pay-
ments (whether or not such payments
are actually made to gross income sub-
ject to subpart F to the extent appro-
priate under the provisions of §§1.954-
1(c) and 1.861-8;

(iii) For purposes of reapplying the
rules of paragraph (d) and (e) of this
section, if the related U.S. person is
deemed to have received a right to con-
tingent annual payments for the use of
intangible property, then the U.S. re-
lated person shall be deemed to have
held a proportionate share of the prop-
erty with a basis equal to a propor-
tionate share of the U.S. transferor’s
adjusted basis plus the gain, if any,
recognized by the U.S. transferor on
the earlier transfer of the stock to the
U.S. related person, and then to have
transferred that proportionate share of
the property to the foreign corporation
in a transfer subject to section 367(d);
and

(iv) If the U.S. transferor is itself re-
quired to recognize gain upon the
transfer by reason of the operation of
paragraphs (d)(1) and (e)(1)(iii) of this
section (because stock of the transferee
foreign corporation is also transferred
to unrelated persons), then those unre-
lated persons shall be deemed to have
purchased a proportionate share of the
transferred intangible property at fair
market value and immediately contrib-
uted that property to the transferee
foreign corporation, consistent with
the general rule of paragraph (d)(2) of
this section concerning transfers of
stock to unrelated persons. Therefore,
for purposes of chapter 1 of the Code—

(A) Each unrelated person’s basis in
the stock of the transferee foreign cor-
poration shall be increased to the ex-
tent of the gain recognized by the U.S.
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transferor upon the deemed purchase of
intangible property by that person; and

(B) The transferee foreign corpora-
tion will receive an increase in its basis
in the transferred intangible property
equal to the fair market value of that
portion of the intangible property
deemed to be contributed to the trans-
feree foreign corporation by unrelated
persons (as calculated for purposes of
determining the gain required to be
recognized by the U.S. transferor).

(3) Transfer to related foreign person
not treated as disposition of intangible
property. If a U.S. person transfers in-
tangible property that is subject to
section 367(d) and the rules of this sec-
tion to a foreign corporation in an ex-
change described in section 351 or 361,
and within the useful life of the trans-
ferred intangible property, that U.S.
transferor subsequently transfers any
of the stock of the transferee foreign
corporation to one or more foreign per-
sons that are related to the transferor
within the meaning of paragraph (h) of
this section, then the U.S. transferor
shall continue to include in its income
the deemed payments described in
paragraph (c) of this section in the
same manner as if the subsequent
transfer of stock had not occurred. The
rule of this paragraph (e)(3) shall not
apply with respect to the subsequent
transfer by the U.S. person of any of
the remaining stock to any related
U.S. person or unrelated person.

(4) Proportionate share. For purposes
of this paragraph (e), any ‘‘propor-
tionate share’” shall be determined by
reference to the fair market value (at
the time of the original transfer) of the
stock of the transferee foreign corpora-
tion that was transferred by the U.S.
transferor and the fair market value of
all of the stock of the transferee for-
eign corporation originally received by
the U.S. transferor.

(f) Subsequent disposition of transferred
intangible property by transferee foreign
corporation—(1) In general. If a U.S. per-
son transfers intangible property that
is subject to section 367(d) and the
rules of this section to a foreign cor-
poration in an exchange described in
section 351 or 361, and within the useful
life of the intangible property that
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transferee foreign corporation subse-
quently disposes of the intangible prop-
erty to an unrelated person, then—

(i) The U.S. transferor of the intan-
gible property (or any person treated
as such pursuant to paragraph (e)(1) of
this section) shall be required to recog-
nize gain from U.S. sources (but not
loss) in an amount equal to the dif-
ference between the fair market value
of the transferred intangible property
on the date of the subsequent disposi-
tion and the U.S. transferor’s former
adjusted basis in that property (deter-
mined as of the orginial transfer); and

(ii) The U.S. transferor shall be re-
quired to recognize a deemed payment
under paragraph (c) of this section for
that part of its taxable year that the
intangible property was held by the
transferee foreign corporation and
thereafter shall not be required to rec-
ognize any further deemed payments
under paragraph (c) or (e)(1) of this sec-
tion with respect to the transferred in-
tangible property disposed of by the
transferee foreign corporation.

(2) Required adjustments. If a U.S.
transferor is required to recognize gain
under paragraph (f)(1) of this section,
then—

(i) For purposes of chapter 1 of the
Code, the earnings and profits of the
transferee foreign corporation shall be
reduced by the amount of gain required
to be recognized; and

(ii) The U.S. transferor’s recognition
of gain will permit the establishment
of an account receivable from the
transferee foreign corporation, in ac-
cordance with paragraph (g)(1) of this
section.

(3) Subsequent transfer of intangible
property to related person. The require-
ment that a U.S. person recognize gain
under paragraph (c) or (e) of this sec-
tion shall not be affected by the trans-
feree foreign corporation’s subsequent
disposition of the transferred intan-
gible property to a related person. For
purposes of any required adjustments,
and of any accounts receivable created
under paragraph (g)(1) of this section,
the related person that receives the in-
tangible property shall be treated as
the transferee foreign corporation.

(g) Special rules—(1) Establishment of
accounts receivable—(i) In general. If a
U.S. person is required to recognize in-
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come under the provisions of paragraph
(c), (e), or (f) of this section, and the
amount deemed to be received is not
actually paid by the transferee foreign
corporation, then the U.S. person may
establish an account receivable from
the transferee foreign corporation
equal to the amount deemed paid that
was not actually paid. A separate ac-
count receivable must be established
for each taxable year in which pay-
ments deemed to be received are not
actually made. Payments received
from the transferee foreign corporation
must be designated as payments upon a
particular account and must be de-
ducted from that account. Accounts re-
ceivable under this paragraph (g)(1)
may be established and paid without
further U.S. income tax consequences
to the U.S. transferor or the transferee
foreign corporation. No interest shall
be paid or accrued on an account re-
ceivable created under this paragraph
(2)(1), nor shall any bad debt deduction
be allowed under section 166 with re-
spect to any failure to receive payment
on an account.

(i1) Unpaid receivable treated as con-
tribution to capital. If any portion of an
account receivable established under
this paragraph (g)(1) remains unpaid as
of the last day of the third taxable year
following the taxable year to which the
account relates, then—

(A) Such portion shall be deemed to
have been paid on that date; and

(B) The U.S. person shall be deemed
to have contributed an equivalent
amount to the capital of the foreign
corporation, and the U.S. person’s basis
in the stock of the foreign corporation
shall, therefore, be increased by that
amount.

(2) Election to treat transfer as sale. A
U.S. person that transfers intangible
property to a foreign corporation in a
transaction subject to section 367(d)
may elect to recognize income in ac-
cordance with the rules of this para-
graph (g)(2), if—

(i) The intangible property trans-
ferred constitutes an operating intan-
gible, as defined in §1.367(a)-1T(d)(5)(ii);
or

(ii) The transfer of the intangible
property is either legally required by
the government of the country in
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which the transferee corporation is or-
ganized as a condition of doing busi-
ness in that country, or compelled by a
genuine threat of immediate expropria-
tion by the foreign government; or

(iii)(A) The U.S. person transferred
the intangible property to the foreign
corporation within three months of the
organization of that corporation and as
part of the original plan of capitaliza-
tion of that corporation;

(B) Immediately after the transfer,
the U.S. person owns at least 40 percent
but not more than 60 percent of the
total voting power and total value of
the stock of the transferee foreign cor-
poration;

(C) Immediately after the transfer, at
least 40 percent of the total voting
power and total value of the stock of
the transferee foreign corporation is
owned by foreign persons unrelated to
the U.S. person;

(D) Intangible property constitutes
at least 50 percent of the fair market
value of the property transferred to the
foreign corporation by the U.S. trans-
feror; and

(BE) The transferred intangible prop-
erty will be used in the active conduct
of a trade or business outside of the
United States within the meaning of
§1.367(a)-2T and will not be used in con-
nection with the manufacture or sale
of products in or for use or consump-
tion in the United States.

A person that makes the election under
this paragraph (g)(2) shall not be sub-
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ject to the provisions of paragraphs (c)
through (f) of this section. Such person
shall instead recognize in the year of
the transfer ordinary income from
sources within the United States in an
amount equal to the difference between
the fair market value of the intangible
property transferred and its adjusted
basis. A U.S. person shall make an
election under this paragraph (g)(2) by
notifying the Internal Revenue Service
of the election in accordance with the
requirements of section 6038B and regu-
lations thereunder, and subsequently
including the appropriate amounts in
gross income in a timely filed tax re-
turn for the year of the transfer.

(3) Intangible property transferred from
branch with previously deducted losses. If
income is required to be recognized
under section 904(f)(3) and the regula-
tions thereunder or under §1.367(a)-6T
upon the transfer of intangible prop-
erty of a foreign branch that had pre-
viously deducted losses, then the in-
come recognized under those sections
with respect to that property shall be
credited against amounts that would
otherwise be required to be recognized
with respect to that same property
under paragraphs (c) through (f) of this
section in either the current or future
taxable years. The amount recognized
under section 904(f)(3) or §1.367(a)-6T
with respect to the transferred intan-
gible property shall be determined in
accordance with the following formula:

gain fromintangibles

loss recapture income X

For purposes of the above formula, the
loss recapture income is the total
amount required to be recognized by
the U.S. transferor pursuant to section
904()(3) or §1.367(a)-6T. The gain from
intangibles is the total amount of gain
realized by the U.S. transferor pursu-
ant to section 904(f)(3) and §1.367(a)-6T
upon the transfer of items of intangible
property that are subject to section
367(d). (‘‘Gain from intangibles” does
not include gain realized upon the
transfer of property described in

gain fromall branch assets

§1.367(a)-bT(b)(2), foreign goodwill or
going concern value, or intangible
property with respect to which the tax-
payer has made the election provided
for in §1.367(d)-1T(g)(2).) The gain from
all branch assets is the total amount of
gain realized by the transferor upon
the transfer of items of property of the
branch in which gain is realized. The
fraction shall not exceed 1.

(4) Coordination with section 482—@{) In
general. Section 367(d) and the rules of
this section shall not apply in the case
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of an actual sale or license of intan-
gible property by a U.S. person to a
foreign corporation. If an adjustment
under section 482 is required with re-
spect to an actual sale or license of in-
tangible property, then section 367(d)
and the rules of this section shall not
apply with respect to the required ad-
justment. If a U.S. person transfers in-
tangible property to a related foreign
corporation without consideration, or
in exchange for stock or securities of
the transferee in a transaction de-
scribed in sections 351 or 361, no sale or
license subject to adjustment under
section 482 will be deemed to have oc-
curred. Instead, the U.S. person shall
be treated as having made a transfer of
the intangible property that is subject
to section 367(d).

(ii) Sham licenses and sales. For pur-
poses of paragraph (g)(4)(i) of this sec-
tion, a purported sale or license of in-
tangible property may be disregarded,
and treated as a transfer subject to sec-
tion 367(d) and the rules of this section,
if—

(A) The purported sale or license is
made to a foreign corporation in which
the transferor holds (or is acquiring) an
interest; and

(B) The terms of the purported sale
or license differ so greatly from the
economic substance of the transaction
or the terms that would obtain be-
tween unrelated persons that the pur-
ported sale or license is a sham.

The terms of a purported sale or li-
cense, for purposes of applying the rule
of this paragraph (g)(4)(ii), shall be de-
termined by reference not only to the
nominal terms of the agreement but
also to the actual practice of the par-
ties under that agreement. A sale or li-
cense of intangible property shall not
be disregarded under this paragraph
(g2)(4)(ii) solely because other property
of an integrated business is simulta-
neously transferred to the foreign cor-
poration by the U.S. transferor in a
transaction described in section
367(a)(1) or any statutory or regulatory
exception to section 367(a)(1).

(6) Determination of fair market value.
For purposes of determining the gain
required to be recognized immediately
under paragraph (d), (f), or (g)(2) of this
section, the fair market value of trans-
ferred property shall be the single pay-
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ment arm’s-length price that would be
paid for the property by an unrelated
purchaser determined in accordance
with the principles of section 482 and
regulations thereunder. The allocation
of a portion of the purchase price to in-
tangible property agreed to by the par-
ties to the transaction shall not nec-
essarily be controlling for this purpose.

(6) Anti-abuse rule. If a U.S. person—

(i) Transfers intangible property to a
domestic corporation with a principal
purpose of avoiding the effect of sec-
tion 367(d) and the rules of this section;
and

(ii) Thereafter transfers the stock of
that domestic corporation to a related
foreign corporation,

then solely for purposes of section
367(d) that U.S. person shall be treated
as having transferred the intangible
property directly to the foreign cor-
poration. A U.S. person shall be pre-
sumed to have transferred intangible
property for a principal purpose of
avoiding the effect of section 367(d) if
the property is transferred to the do-
mestic corporation less than two years
prior to the transfer of the stock of
that domestic corporation to a foreign
corporation. The presumption created
by the previous sentence may be rebut-
ted by clear evidence that the subse-
quent transfer of the stock of the do-
mestic transferee corporation was not
contemplated at the time the intan-
gible property was transferred to that
corporation and that avoidance of sec-
tion 367(d) and the rules of this section
was not a principal purpose of the
transaction. A transfer may have more
than one principal purpose.

(h) Related person. For purposes of
this section, persons are considered to
be related if—

(1) They are partners or partnerships
described in section 707(b)(1) of the
Code; or

(2) They are related within the mean-
ing of section 267 (b), (c¢), and (f) of the
Code, except that—

(i) ““10 percent or more’’ shall be sub-
stituted for ‘“‘more than 50 percent”
each place it appears; and

(ii) Section 1563 shall apply (for pur-
poses of section 267(d)), without regard
to section 1563(b)(2).
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(i) Effective date. Except as specifi-
cally provided to the contrary else-
where in this section, this section ap-
plies to transfers occurring after De-
cember 31, 1984.

[T.D. 8087, 51 FR 17953, May 16, 1986, as
amended by T.D. 8770, 63 FR 33568, June 19,
1998]

§1.367(e)-0 Outline of §§1.367(e)-1 and
1.367(e)-2.

This section lists captioned para-
graphs contained in §§1.367(e)-1 and
1.367(e)-2 as follows:

§1.367(e)-1 Distributions described in section
367(e)(1).

(a) Purpose and scope.

(b) Gain recognition.

(1) General rule.

(2) Stock owned through partnerships, dis-
regarded entities, trusts, and estates.

(3) Gain computation.

(4) Treatment of distributee.

(c) Nonrecognition of gain.

(d) Determining whether distributees are
qualified U.S. persons.

(1) General rule—presumption of foreign
status.

(2) Non-publicly traded distributing cor-
porations.

(3) Publicly traded distributing corpora-
tions.

(i) Five percent shareholders.

(ii) Other distributees.

(4) Qualified exchange or other market.

(e) Reporting under section 6038B.

(f) Effective date.

$§1.367(e)-2 Distributions described in section
367(e)(2).

(a) Purpose and scope.

(1) In general.

(2) Nonapplicability of section 367(a).

(b) Distribution by a domestic corporation.

(1) General rule.

(i) Recognition of gain and loss.

(ii) Operating rules.

(A) General rule.

(B) Overall loss limitation.

(1) Overall loss limitation rule.

(2) Example.

(C) Special rules for built-in gains and
losses attributable to property received in
liquidations and reorganizations.

(iii) Distribution of partnership interest.

(A) General rule.

(B) Gain or loss calculation. [Reserved]

(C) Basis adjustments.

(D) Publicly traded partnerships.

(2) Exceptions.

(i) Distribution of property used in a U.S.
trade or business.

(A) Conditions for nonrecognition.
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(B) Qualifying property.

(C) Required statement.

(1) Declaration and certification.

(2) Property description.

(3) Distributee identification.

(4) Treaty benefits waiver.

(5) Statute of limitations extension.

(D) Failure to file statement.

(E) Operating rules.

(1) Gain or loss recognition by the foreign
distributee corporation.

(i) Taxable dispositions.

(ii) Other triggering events.

(2) Gain recognition by the domestic liqui-
dating corporation.

(i) General rule.

(it) Amended return.

(ii1) Interest.

(iv) Joint and several liability.

(3) Schedule for property no longer used in
a U.S. trade or business.

(4) Nontriggering events.

(i) Conversions, certain exchanges,
abandonment.

(ii)) Amendment to Master Property De-
scription

(5) Nontriggering transfers to qualified
transferees.

(ii) Distribution of certain U.S. real prop-
erty interests.

(iii) Distribution of stock of domestic sub-
sidiary corporations.

(A) Conditions for nonrecognition.

(B) Exceptions when the liquidating cor-
poration is a U.S. real property holding cor-
poration.

(C) Anti-abuse rule.

(D) Required statement.

(3) Other consequences.

(i) Distributee basis in property.

(ii) Reporting under section 6038B.

(iii) Other rules.

(c) Distribution by a foreign corporation.

(1) General rule—gain and loss not recog-
nized.

(2) Exceptions.

(i) Property used in a U.S. trade or busi-
ness.

(A) General rule.

(B) Ten-year active U.S. business excep-
tion.

(C) Required statement.

(D) Operating rules.

(ii) Property formerly used in a U.S. trade
or business.

(3) Other consequences.

(i) Distributee basis in property.

(ii) Other rules.

(d) Anti-abuse rule.

(e) Effective date.

[T.D. 8834, 64 FR 43075, Aug. 9, 1999]

and
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§1.367(e)-1 Distributions described in
section 367(e)(1).

(a) Purpose and scope. This section
provides rules for recognition (and non-
recognition) of gain by a domestic cor-
poration (distributing corporation) on
a distribution of stock or securities of
a corporation (controlled corpora-
tion) to foreign persons that is de-
scribed in section 355. Paragraph (b) of
this section contains the general rule
that gain is recognized on the distribu-
tion to the extent stock or securities of
controlled are distributed to foreign
persons. Paragraph (c) of this section
provides an exception to the gain rec-
ognition rule for distributions of stock
or securities of a domestic corporation.
Paragraph (d) of this section contains
rules for determining whether
distributees of stock or securities in a
section 355 distribution are qualified
U.S. persons. Paragraph (e) of this sec-
tion provides cross-references. Finally,
paragraph (f) of this section specifies
the effective date of this section.

(b) Gain recognition—(1) General rule.
If a domestic corporation makes a dis-
tribution of stock or securities of a
corporation that qualifies for mnon-
recognition under section 355 to a per-
son who is not a qualified U.S. person,
then, except as provided in paragraph
(c) of this section, the distributing cor-
poration shall recognize gain (but not
loss) on the distribution under section
367(e)(1). A distributing corporation
shall not recognize gain under this sec-
tion with respect to a section 355 dis-
tribution to a qualified U.S. person.
For purposes of this section, a qualified
U.S. person is—

(A) A citizen or resident of the
United States; or

(B) A domestic corporation.

(2) Stock owmned through partnerships,
disregarded entities, trusts, and estates.
For purposes of this section, distrib-
uting corporation stock or securities
owned by or for a partnership (whether
foreign or domestic) are owned propor-
tionately by its partners. A partner’s
proportionate share of the stock or se-
curities of the distributing corporation
shall be equal to the partner’s distribu-
tive share of the gain that would have
been recognized had the partnership
sold the stock or securities (at a tax-
able gain) immediately before the dis-
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tribution. The partner’s distributive
share of gain shall be determined under
the rules and principles of sections 701
through 761 and the regulations there-
under. For purposes of this section,
stock or securities owned by or for an
entity that is disregarded as an entity
separate from its owner (disregarded
entity) under §301.7701-3 of this chapter
are owned directly by the owner of
such disregarded entity. For purposes
of this section, stock or securities
owned by or for a trust or estate
(whether foreign or domestic) are
owned proportionately by the persons
who would be treated as owning such
stock or securities under section
318(a)(2)(A) and (B). In applying section
318(a)(2)(B)(i), if a trust includes inter-
ests that are not actuarially ascertain-
able, all such interests shall be consid-
ered to be owned by foreign persons. In
a case where an interest holder in a
partnership, a disregarded entity,
trust, or estate that (directly or indi-
rectly) owns stock of the distributing
corporation is itself a partnership, dis-
regarded entity, trust, or estate, the
rules of this paragraph (b)(2) apply to
such interest holder.

(3) Gain computation. Gain recognized
under paragraph (b)(1) of this section
shall be equal to the excess of the fair
market value of the stock or securities
distributed to persons who are not
qualified U.S. persons (determined as
of the time of the distribution) over
the distributing corporation’s adjusted
basis in the stock or securities distrib-
uted to such distributees. For purposes
of the preceding sentence, the distrib-
uting corporation’s adjusted basis in
each unit of each class of stock or secu-
rities distributed to a distributee shall
be equal to the distributing corpora-
tion’s total adjusted basis in all of the
units of the respective class of stock or
securities owned immediately before
the distribution, divided by the total
number of units of the class of stock or
securities owned immediately before
the distribution.

(4) Treatment of distributee. If the dis-
tribution otherwise qualifies for non-
recognition under section 355, each dis-
tributee shall be considered to have re-
ceived stock or securities in a distribu-
tion qualifying for mnonrecognition
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under section 355, even though the dis-
tributing corporation may recognize
gain on the distribution under this sec-
tion. Thus, the distributee shall not be
considered to have received a distribu-
tion described in section 301 or a dis-
tribution in an exchange described in
section 302(b) upon the receipt of the
stock or securities of the controlled
corporation, and the domestic distrib-
uting corporation shall have no with-
holding responsibilities under section
1441. Except where section 897(e)(1) and
the regulations thereunder cause gain
to be recognized by the distributee, the
basis of the distributed domestic or for-
eign corporation stock in the hands of
the foreign distributee shall be the
basis of the distributed stock deter-
mined under section 358 without any
increase for any gain recognized by the
domestic corporation on the distribu-
tion.

(c) Nonrecognition of gain. A domestic
distributing corporation shall not rec-
ognize gain under paragraph (b)(1) of
this section on the distribution of
stock or securities of a domestic cor-
poration.

(d) Determining whether distributees
are qualified U.S. persons—(1) General
rule—presumption of foreign status. Ex-
cept as provided in paragraphs (d)(2)
and (3) of this section, all distributions
of stock or securities in a distribution
described in section 355 in which the
distributing corporation is domestic
and the controlled corporation is for-
eign are presumed to be to persons who
are not qualified U.S. persons, as de-
fined in paragraph (b)(1) of this section.

(2) Non-publicly traded distributing cor-
porations. If the class of stock or secu-
rities of the distributing corporation
(in respect to which stock or securities
of the controlled corporation are dis-
tributed) is not regularly traded on a
qualified exchange or other market (as
defined in paragraph (d)(4) of this sec-
tion), then the distributing corporation
may only rebut the presumption con-
tained in paragraph (d)(1) of this sec-
tion by identifying the qualified U.S.
persons to which controlled corpora-
tion stock or securities were distrib-
uted and by certifying the amount of
stock or securities that were distrib-
uted to the qualified U.S. persons.
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(3) Publicly traded distributing corpora-
tions. If the class of stock or securities
of the distributing corporation (in re-
spect to which stock or securities of
the controlled corporation are distrib-
uted) is regularly traded on a qualified
exchange or other market (as defined
in paragraph (d)(4) of this section),
then the distributing corporation may
only rebut the presumption contained
in paragraph (d)(1) of this section as de-
scribed in this paragraph (d)(3).

(1) Five percent shareholders. A pub-
licly traded distributing corporation
may only rebut the presumption con-
tained in paragraph (d)(1) of this sec-
tion with respect to distributees that
are five percent shareholders of the
class of stock or securities of the dis-
tributing corporation (in respect to
which stock or securities of the con-
trolled corporation are distributed) by
identifying the qualified U.S. persons
to which controlled corporation stock
or securities were distributed and by
certifying the amount of stock or secu-
rities that were distributed to the
qualified U.S. persons. A five percent
shareholder is a distributee who is re-
quired under U.S. securities laws to file
with the Securities and Exchange Com-
mission (SEC) a Schedule 13D or 13G
under 17 CFR 240.13d-1 or 17 CFR
240.13d-2, and provide a copy of same to
the distributing corporation under 17
CFR 240.13d-7.

(ii) Other distributees. A distributing
corporation that has made a distribu-
tion described in paragraph (d)(3) of
this section may rebut the presump-
tion contained in paragraph (d)(1) of
this section with respect to
distributees that are not five percent
shareholders (as defined in this para-
graph (d)(3)) by relying on and pro-
viding a reasonable analysis of share-
holder records and other relevant infor-
mation that demonstrates a number of
distributees that are qualified U.S. per-
sons. Taxpayers may rely on such anal-
ysis, unless it is subsequently deter-
mined that there are actually fewer
distributees who are qualified U.S. per-
sons than were demonstrated in the
analysis.

(4) Qualified exchange or other market.
For purposes of paragraph (d) of this
section, the term qualified exchange or
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other market means, for any taxable
year—

(i) A national securities exchange
which is registered with the SEC or the
national market system established
pursuant to section 11A of the Securi-
ties HExchange Act of 1934 (15 U.S.C.
78f); or

(ii) A foreign securities exchange
that is regulated or supervised by a
governmental authority of the country
in which the market is located and
which has the following characteris-
tics—

(A) The exchange has trading vol-
ume, listing, financial disclosure, and
other requirements designed to prevent
fraudulent and manipulative acts and
practices, to remove impediments to
and perfect the mechanism of a free
and open market, and to protect inves-
tors; and the laws of the country in
which the exchange is located and the
rules of the exchange ensure that such
requirements are actually enforced;
and

(B) The rules of the exchange ensure
active trading of listed stocks.

(e) Cross-references. For additional
rules relating to the distribution of the
stock of a foreign corporation by a do-
mestic corporation, see §§1.367(a)-3(e),
1.367(a)-7, 1.367(b)-5, and 1.1248(f)-1
through 1.1248(f)-3. See the regulations
under section 6038B for reporting re-
quirements for distributions under this
section.

(f) Effective/applicability date. This
section shall be applicable to distribu-
tions occurring in taxable years ending
after August 8, 1999.

[T.D. 8834, 64 FR 43076, Aug. 9, 1999; 656 FR
14467, Mar. 3, 2000, as amended by T.D. 9614,
78 FR 17041, Mar. 19, 2013; T.D. 9760, 81 FR
15169, Mar. 22, 2016]

§1.367(e)-2 Distributions described in
section 367(e)(2).

(a) Purpose and scope—(1) In general.
This section provides rules requiring
gain and loss recognition by a corpora-
tion on its distribution of property to a
foreign corporation in a complete lig-
uidation described in section 332. Para-
graph (b)(1) of this section contains the
general rule that gain and loss are rec-
ognized when a domestic corporation
makes a distribution of property in
complete liquidation under section 332
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to a foreign corporation that meets the
stock ownership requirements of sec-
tion 332(b) with respect to stock in the
domestic corporation. Paragraph (b)(2)
of this section provides the only excep-
tions to the gain and loss recognition
rule of paragraph (b)(1) of this section.
Paragraph (b)(3) of this section refers
to other consequences of distributions
described in paragraphs (b)(1) and (2) of
this section. Paragraph (c)(1) of this
section contains the general rule that
gain and loss are not recognized when a
foreign corporation makes a distribu-
tion of property in complete liquida-
tion under section 332 to a foreign cor-
poration that meets the stock owner-
ship requirements of section 332(b) with
respect to stock in the foreign liqui-
dating corporation. Paragraph (c)(2) of
this section provides the only excep-
tions to the nonrecognition rule of
paragraph (c)(1) of this section. Para-
graph (c)(3) of this section refers to
other consequences of distributions de-
scribed in paragraphs (c)(1) and (2) of
this section. Paragraph (d) of this sec-
tion contains an anti-abuse rule. Para-
graph (e) of this section provides rules
regarding failures to file statements or
other documents required under this
section or failures to comply with the
requirements of this section. Para-
graph (f) of this section provides relief
for certain failures to file or comply.
Finally, paragraph (g) of this section
specifies the effective/applicability
dates for the rules of this section. The
rules of this section are issued pursu-
ant to the authority conferred by sec-
tion 367(e)(2).

(2) Nonapplicability of section 367(a).
Section 367(a) shall not apply to a com-
plete liquidation described in section
332 by a domestic liquidating corpora-
tion into a foreign corporation that
meets the stock ownership require-
ments of section 332(b).

(b) Distribution by a domestic corpora-
tion—(1) General rule—(i) Recognition of
gain and loss. If a domestic corporation
(domestic liquidating corporation)
makes a distribution of property in
complete liquidation under section 332
to a foreign corporation (foreign dis-
tributee corporation) that meets the
stock ownership requirements of sec-
tion 332(b) with respect to stock in the
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domestic liquidating corporation,
then—

(A) Section 337(a) and (b)(1) will not
apply; and

(B) The domestic liquidating corpora-
tion will recognize gain or loss on the
distribution of property to the foreign
distributee corporation, except as pro-
vided in paragraph (b)(2) of this sec-
tion.

(i1) Operating rules—(A) General rule.
Except as provided in paragraphs
(b)(1)(i) (B) and (C) of this section, the
rules contained in section 336 will
apply to the gain and loss recognized
pursuant to this section.

(B) Owerall loss limitation—(1) Owverall
loss limitation rule. Loss in excess of
gain from the distribution shall not be
recognized. If realized losses exceed
recognized losses, the losses shall be
recognized on a pro rata basis with re-
spect to the realized loss attributable
to each distributed loss asset in the
category of assets (i.e., capital or ordi-
nary) to which the realized but unrec-
ognized 1loss relates. For additional
limitations on the recognition of
losses, see, e.g., section 1211.

(2) Example. The following example il-
lustrates the overall loss limitation
rule, the pro rata loss allocation meth-
od, and the general capital loss limita-
tion rule in section 1211(a):

Example. F, a foreign corporation, owns all
stock of US1, a domestic corporation. US1
owns the following capital assets: Asset A,
which has a fair market value of $100 and an
adjusted basis of $40; Asset B, which has a
fair market value of $60 and an adjusted
basis of $80; and, Asset C, which has a fair
market value of $40 and an adjusted basis of
$100. US1 also owns the following business
assets that will generate ordinary income (or
loss) upon disposition: Asset D, which has a
fair market value of $100 and an adjusted
basis of $40; Asset E, which has a fair market
value of $60 and an adjusted basis of $100;
and, Asset F, which has a fair market value
of $40 and an adjusted basis of $80. US1
liquidates into F and distributes all assets to
F in liquidation. None of the assets qualify
for nonrecognition under paragraph (b)(2) of
this section. US1’s total realized capital loss
is $80, but it may only recognize $60 of that
loss. See section 1211(a). US1’s total realized
ordinary loss is $80, but it may only recog-
nize $60 of that loss. See paragraph
(b)(DH(ADHB)(I) of this section. US1 will allo-
cate $15 (60 x .25) of the recognized capital
loss to Asset B and will allocate the remain-
ing $45 (60 x .75) of recognized capital loss to
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Asset C. See paragraph (b)(1)(ii)(B)(I) of this
section. US1 will allocate $30 (60 x .50) of the
recognized ordinary loss to Asset E and will
allocate the remaining $30 (60 x .50) to Asset
F. See paragraph (b)(1)(ii)(B)(I) of this sec-
tion.

(C) Special rules for built-in gains and
losses attributable to property received in
liquidations and reorganizations. Built-in
losses attributable to property received
in a transaction described in sections
332 or 361 (during the two-year period
ending on the date of the distribution
in liquidation covered by this section)
shall not offset gain from property not
received in the same transaction.
Built-in gains attributable to property
received in a transaction described in
sections 332 or 361 (during the two-year
period ending on the date of the dis-
tribution in liquidation covered by this
section) shall not be offset by a loss
from property not received in the same
transaction. Built-in gain or loss is
that amount of gain or loss on property
that existed at the time the domestic
liquidating corporation acquired such
property. See sections 336(d) and 382 for
additional limitations on the recogni-
tion of losses.

(iii) Distribution of partnership inter-
est—(A) General rule. If a domestic cor-
poration distributes a partnership in-
terest (whether foreign or domestic) in
a distribution described in paragraph
(b)(1)(i) of this section, then for pur-
poses of applying this section the do-
mestic liquidating corporation shall be
treated as having distributed a propor-
tionate share of partnership property.
Accordingly, the applicability of the
recognition rules of paragraphs (b)(1)
(i) and (ii) of this section, and of any
exception to recognition provided in
this section shall be determined with
reference to the partnership property,
rather than to the partnership interest
itself. Where the partnership property
includes an interest in a lower-tier
partnership, the applicability of any
exception with respect to the interest
in the lower-tier partnership shall be
determined with reference to the
lower-tier partnership property. In the
case of multiple tiers of partnerships,
the applicability of an exception shall
be determined with reference to the
property of each partnership, applying
the rule contained in the preceding
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sentence. A domestic liquidating cor-
poration’s proportionate share of part-
nership property shall be determined
under the rules and principles of sec-
tions 701 through 761 and the regula-
tions thereunder.

(B) Gain or loss calculation. [Reserved]

(C) Basis adjustments. The foreign dis-
tributee corporation’s basis in the dis-
tributed partnership interest shall be
equal to the domestic liquidating cor-
poration’s basis in such partnership in-
terest immediately prior to the dis-
tribution, increased by the amount of
gain and reduced by the amount of loss
recognized by the domestic liquidating
corporation on the distribution of the
partnership interest. Solely for pur-
poses of sections 743 and 754, the for-
eign distributee corporation shall be
treated as having purchased the part-
nership interest for an amount equal to
the foreign corporation’s adjusted basis
therein.

(D) Publicly traded partnerships. The
distribution by a domestic liquidating
corporation of an interest in a publicly
traded partnership that is treated as a
corporation for U.S. income tax pur-
poses under section 7704(a) shall not be
subject to the rules of paragraphs
(b)(1)(iii) (A) and (B) of this section. In-
stead, the distribution of such an inter-
est shall be treated in the same manner
as a distribution of stock. Thus, a
transfer of an interest in a publicly
traded partnership that is treated as a
U.S. corporation for U.S. income tax
purposes shall be treated in the same
manner as stock in a domestic corpora-
tion, and a transfer of an interest in a
publicly traded partnership that is
treated as a foreign corporation for
U.S. income tax purposes shall be
treated in the same manner as stock in
a foreign corporation.

(2) Ezxceptions—(i) Distribution of prop-
erty used in a U.S. trade or business—(A)
Conditions for monrecognition. A domes-
tic liquidating corporation shall not
recognize gain or loss under paragraph
(b)(1) of this section on its distribution
of property (including inventory) used
by the domestic liquidating corpora-
tion in the conduct of a trade or busi-
ness within United States, if—

(I) The foreign distributee corpora-
tion, immediately thereafter and for
the ten-year period beginning on the

§1.367(e)-2

date of the distribution of such prop-
erty, uses the property in the conduct
of a trade or business within the
United States;

(2) The domestic liquidating corpora-
tion attaches the statement described
in paragraph (b)(2)(i)(C) of this section
to its timely filed U.S. income tax re-
turns for the taxable years that include
the distributions in liquidation; and

(3) The foreign distributee corpora-
tion attaches a copy of the property de-
scription contained in paragraph
(D)(2)HA)(C)(2) of this section to its time-
ly filed U.S. income tax returns for the
tax year that includes the date of dis-
tribution.

(B) Qualifying property. Property is
used by the foreign distributee corpora-
tion in the conduct of a trade or busi-
ness in the United States within the
meaning of this paragraph (b)(2)(i) only
if all income from the use of the prop-
erty and all income or gain from the
sale or exchange of the property would
be subject to taxation under section
882(a) as effectively connected income.
Also, stock held by a dealer as inven-
tory or for sale in the ordinary course
of its trade or business shall be treated
as inventory and not as stock in the
hands of both the domestic liquidating
corporation and the distributee foreign
corporation. Notwithstanding the fore-
going, the exception provided in this
paragraph (b)(2)(i) shall not apply to
intangibles described in section
936(h)(3)(B).

(C) Required statement. The statement
required by paragraph (b)(2)(i)(A) of
this section shall be entitled ‘‘Required
Statement under §1.367(e)-2(b)(2)(i)”’
and shall be prepared by the domestic
liquidating corporation and signed
under penalties of perjury by an au-
thorized officer of the domestic liqui-
dating corporation and by an author-
ized officer of the foreign distributee
corporation. The statement shall con-
tain the following items:

(I) A declaration that the distribu-
tion to the foreign distributee corpora-
tion is one to which the rules of this
paragraph (b)(2)(i) apply and a certifi-
cation that the domestic liquidating
corporation and the foreign distributee
corporation agree to comply with all
the conditions and requirements of this
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section, including, as provided in para-
graph (e)(4)(ii)(B) of this section, to
treat a failure to comply (as described
in paragraph (e)(4)(i) of this section) as
extending the period of limitations on
assessment of tax for the taxable year
in which gain is required to be re-
ported.

(2) Property description. A description
of all property distributed by the do-
mestic liquidating corporation (irre-
spective of whether the property quali-
fies for nonrecognition). Such descrip-
tion shall be entitled ‘‘Master Property
Description” and shall identify the
property that continues to be used by
the foreign distributee corporation in
the conduct of a trade or business with-
in the United States, including the lo-
cation, adjusted basis, estimated fair
market value, a summary of the meth-
od (including appraisals if any) used for
determining such value, and the date of
distribution of such items of property.
The description shall also identify the
property excepted from gain recogni-
tion under paragraphs (b)(2)(ii) and (iii)
of this section.

(3) Distributee identification. An iden-
tification of the foreign distributee
corporation, including its name and ad-
dress, taxpayer identification number,
residence, and place of incorporation.

(4) Treaty benefits waiver. With re-
spect to property entitled to non-
recognition pursuant to this paragraph
(b)(2)(1), a declaration by the foreign
distributee corporation that it irrev-
ocably waives any right under any
treaty (whether or not currently in
force at the time of the liquidation) to
sell or exchange any item of such prop-
erty without U.S. income taxation or
at a reduced rate of taxation, or to de-
rive income from the use of any item of
such property without U.S. income tax-
ation or at a reduced rate of taxation.

(5) Statute of limitations extension. An
agreement by the domestic liquidating
corporation and the foreign distributee
corporation to extend the statute of
limitations on assessments and collec-
tions (under section 6501) with respect
to the domestic liquidating corpora-
tion on the distribution of each item of
property until three years after the
date on which all such items of prop-
erty have ceased to be used in a trade
or business within the United States,
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but in no event shall the extension be
for a period longer than 13 years from
the filing of the original U.S. income
tax return for the taxable year of the
last distribution of any such item of
property. The agreement to extend the
statute of limitation shall be executed
on a Form 8838, ‘“‘Consent to Extend the
Time to Assess Tax Under Section 367—
Gain Recognition Agreement.”

(D) Failure to file statement. If a do-
mestic liquidating corporation that
would otherwise qualify for non-
recognition on the distribution of prop-
erty under this paragraph (b)(2)(i) fails
to file the statement described in para-
graph (b)(2)(1)(C) of this section or files
a statement that does not comply with
the requirements of paragraph
(b)(2)(A)(C) of this section, the Commis-
sioner may treat the domestic liqui-
dating corporation as if it had claimed
nonrecognition under this paragraph
(b)(2)(i) and met all the requirements
of paragraph (b)(2)(i)(C) of this section,
if such treatment is necessary to pre-
vent the domestic liquidating corpora-
tion or the foreign distributee corpora-
tion from otherwise deriving a tax ben-
efit by such failure.

(E) Operating rules. By the domestic
liquidating corporation’s claiming non-
recognition under this paragraph
(b)(2)() and filing a statement de-
scribed in paragraph (b)(2)(i)(C) of this
section, the domestic liquidating cor-
poration and the foreign distributee
corporation agree to be subject to the
rules of this paragraph (b)(2)(1)(E).

(I) Gain or loss recognition by the for-
eign distributee corporation—(i) Taxable
dispositions. If, within the ten-year pe-
riod from the date of a distribution of
qualifying property, the foreign dis-
tributee corporation disposes of any
qualifying property in a transaction
subject to tax under section 882(a),
then the foreign distributee corpora-
tion shall recognize such gain (or loss)
and properly report it on a timely filed
U.S. income tax return. If the foreign
distributee corporation recognizes gain
(or loss) wunder this paragraph
(D)(2)A)(E)(I)(I) and properly reports
such gain (or loss) on its U.S. income
tax return, then the domestic liqui-
dating corporation shall not recognize
gain attributable to such property
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under paragraph (b)(2)A)(E)(2) of this
section.

(i1) Other triggering events. If, within
the ten-year period from the date of
distribution, any qualifying property
ceases to be used by the foreign dis-
tributee corporation in the conduct of
a trade or business in the TUnited
States (other than by reason of a tax-
able disposition described in paragraph
(D)(2)G)(E)(I)(i) of this section, a non-
triggering event described in paragraph
()(2)A)(E)(4) of this section, or a non-
triggering transfer described in para-
graph (b)(2)(A)(E)(H) of this section),
then the foreign distributee corpora-
tion shall recognize gain (but not loss)
attributable to such property and prop-
erly report it on a timely filed U.S. in-
come tax return. If the foreign dis-
tributee corporation properly reports
gain under this paragraph (or if such
qualified property is not gain property
on the date that it ceases to be used in
the foreign distributee corporation’s
U.S. trade or business), then the do-
mestic liquidating corporation shall
not recognize gain attributable to such
property under paragraph (b)(2)(i)(E)(2)
of this section. The gain recognized
under this paragraph (b)(2)({Q)(E))(ii)
shall be an amount equal to the fair
market value of the property on the
date it ceases to be used in the foreign
distributee corporation’s U.S. trade or
business less the foreign distributee
corporation’s adjusted basis in such
property.

(2) Gain recognition by the domestic liq-
uidating corporation—(i) General rule. If,
within the ten-year period from the
date of distribution, any qualifying
property described in paragraph
(b)(2)(1)(B) of this section ceases to be
used by the foreign distributee corpora-
tion (or a qualifying transferee de-
scribed in paragraph (b)(2)A)(E)() of
this section) in the conduct of a trade
or business in the United States for
any reason (including but not limited
to the sale or exchange of such prop-
erty or the removal of the property
from conduct of the trade or business),
then, except to the extent gain (or loss)
is recognized under paragraph
(b)()A)(E)(I) of this section, the do-
mestic liquidating corporation shall
recognize the gain (but not loss) real-
ized but not recognized upon the initial
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distribution of such item of property.
The domestic liquidating corporation
shall recognize gain pursuant to this
paragraph (b)2)G)(E)2)(E) on the
amended U.S. income tax return de-
scribed in paragraph (b)(2)(1)(E)(2)(ii) of
this section.

(ii) Amended return. If gain recogni-
tion is required pursuant to paragraph
(0)(2)A)(E)(2)(i) of this section, the for-
eign distributee corporation shall file
an amended U.S. income tax return on
behalf of the domestic liquidating cor-
poration for the year of the distribu-
tion of such item of property. On the
amended return, the domestic liqui-
dating corporation may use any losses
(or credits) existing in the year of the
distribution to offset the gain recog-
nized pursuant to paragraph
(D)(2)A)(E)(2)(i) of this section (or the
tax thereon), provided that the losses
(or credits) were otherwise available in
the year distribution and were not used
in another year. The amended return
shall be filed no later than the due date
(including extensions) for the return of
the foreign distributee corporation for
the taxable year in which the property
ceases to be used by the foreign dis-
tributee corporation in the conduct of
a trade or business in the TUnited
States.

(iii) Interest. If the domestic liqui-
dating corporation owes additional tax
pursuant to paragraph (b)(2)G)(E)(2)(®)
of this section for the year of liquida-
tion, then interest must be paid on
that amount at the rates determined
under section 6621. The interest due
will be calculated from the due date of
the domestic liquidating corporation’s
U.S. income tax return for the year of
the distribution to the date on which
the additional tax for that year is paid.

(iv) Joint and several liability. The for-
eign distributee corporation shall be
jointly and severally liable for any tax
owed by the domestic liquidating cor-
poration as a result of the application
of this section, and shall succeed to the
domestic liquidating corporation’s
agreement to extend the statute of lim-
itations on assessments and collections
under section 6501.

(3) Schedule for property no longer used
in a U.S. trade or business. If qualifying
property (other than inventory) ceases
to be used by the foreign distributee
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corporation in the conduct of a U.S.
trade or business in the ten-year period
beginning on the date of distribution of
such property from the domestic liqui-
dating corporation to the foreign dis-
tributee corporation, then the foreign
distributee corporation shall list on a
separate schedule (attached to its
timely filed U.S. income tax returnfor
the year of cessation) all such quali-
fying property. For purposes of this
paragraph O@)E(EN3), property
ceases to be used in a U.S. trade or
business whenever such property is
sold, exchanged, or otherwise removed
from the U.S. trade or business, irre-
spective of whether the domestic liqui-
dating corporation filed an amended
return under paragraph (b)(2)(i)(E)(2) of
this section, and irrespective of wheth-
er the property ceases to be used in the
foreign distributee corporation’s U.S.
trade or business by virtue of a non-
triggering event described in paragraph
(b)(2)A)(E)(4) of this section or a non-
triggering transfer described in para-
graph (b)(2)(1)(E)(H) of this section.

(4) Nontriggering events—(i) Conver-
sions, certain exchanges, and abandon-
ment. Gain (or loss) under this para-
graph (b)(2)(i)(E) shall not be triggered
if qualifying property described in
paragraph (b)(2)(i)(B) of this section is
involuntarily converted into, or ex-
changed for, similar qualifying prop-
erty used in the conduct of a trade or
business in the United States, to the
extent such conversion or exchange
qualifies for nonrecognition under sec-
tion 1033 or 1031. Also, the abandon-
ment or disposal of worthless or obso-
lete property shall not trigger gain (or
loss) under this paragraph (b)(2)(1)(E).

(i1) Amendment to Master Property De-
scription. If the foreign distributee cor-
poration acquires replacement prop-
erty by virtue of a conversion or ex-
change of the qualifying property
under this paragraph (b)(2)(1)(E)4),
then the foreign distributee corpora-
tion shall attach to its timely filed
U.S. income tax return for the year of
the acquisition such replacement prop-
erty a schedule entitled ‘‘Amendment
to Master Property Description Re-
quired by §1.367(e)-2(b)(2)(1)”’ that lists
the replacement property and the prop-
erty being replaced.
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(5) Nontriggering transfers to qualified
transferees. Gain (or loss) under this
paragraph (b)(2)(i)(E) will not be trig-
gered if qualifying property described
in paragraph (b)(2)(1)(B) of this section
is transferred to another person (quali-
fied transferee) in a transaction quali-
fying for nonrecognition under the In-
ternal Revenue Code (other than trans-
actions described in paragraphs
(M)A)(E)4)(E) and (c)(1) of this sec-
tion), if—

(i) The qualified transferee (and all
other subsequent qualified transferees),
immediately thereafter and for the
ten-year period beginning on the date
of the initial distribution of such quali-
fying property from the domestic liqui-
dating corporation to the foreign dis-
tributee corporation, uses the property
in the conduct of a trade or business in
the United States;

(i) The foreign distributee corpora-
tion (or its successor in interest) pre-
pares and attaches to its timely filed
U.S. income tax return for the year of
transfer a statement entitled ‘“‘Re-
quired Statement under §1.367(e)-
2(b)(2)([1)(E)(H) for Property Transferred
to a Qualified Transferee’” that is
signed under penalties of perjury by an
authorized officer of the foreign dis-
tributee corporation and by a person
similarly authorized by the qualified
transferee;

(i71) The statement described in para-
graph (b)(2)(A)(E)(H)(ii) of this section
shall contain a description of all quali-
fying property transferred by the for-
eign distributee corporation (or quali-
fied transferee) to the qualified trans-
feree (or subsequent qualified trans-
feree);

(iv) The statement described in para-
graph (b)(2)(A)(E)(H)(ii) of this section
shall also contain an identification of
the qualified transferee (or subsequent
qualified transferee), including its
name and address, taxpayer identifica-
tion number, residence, and place of in-
corporation (if applicable);

(v) The statement described in para-
graph (b)(2)(A)(E)(H)(ii) of this section
shall also contain a declaration by the
qualifying transferee (or subsequent
qualifying transferee) that it irrev-
ocably waives any right under any
treaty (whether or not currently in
force at the time of the liquidation) to

506



Internal Revenue Service, Treasury

sell or exchange any item of such prop-
erty without U.S. income taxation or
at a reduced rate of taxation, or to de-
rive income from the use of any item of
such qualifying property without U.S.
income taxation or at a reduced rate of
taxation; and

(vi) A declaration that the transfer to
the qualifying transferee (or subse-
quent qualifying transferee) is one to
which the rules of this paragraph
(0)(2)A)(E)(S) apply and a certification
that the foreign distributee corpora-
tion (or its successor in interest) and
the qualifying transferee (or subse-
quent qualifying transferee) agree to
all of the terms and conditions set
forth in paragraph (b)(2)(A)(E)(I) of this
section, replacing ‘‘foreign distributee
corporation” with ‘‘qualifying trans-
feree’” and replacing references to
‘‘section 882(a)” with ‘‘section 871(b)”’
(as the case may be).

(i1) Distribution of certain U.S. real
property interests. A domestic liqui-
dating corporation shall not recognize
gain (or loss) under paragraph (b)(1) of
this section on the distribution of a
U.S. real property interest (other than
stock in a former U.S. real property
holding corporation that is treated as a
U.S. real property interest for five
years under section 897(c)(1)(A)(i)). If
property distributed by the domestic
liquidating corporation is a U.S. real
property interest that qualifies for
nonrecognition under this paragraph
(b)(2)(ii1) in addition to nonrecognition
provided by paragraph (b)(2)(i) of this
section, then the domestic liquidating
corporation shall secure nonrecogni-
tion pursuant to this paragraph
(b)(2)(ii) and not pursuant to the provi-
sions of paragraph (b)(2)(i) of this sec-
tion.

(iii) Distribution of stock of domestic
subsidiary corporations—(A) Conditions
for monrecognition. A domestic liqui-
dating corporation shall not recognize
gain or loss under paragraph (b)(1) of
this section on a distribution of stock
of an 80 percent domestic subsidiary
corporation, if the domestic liqui-
dating corporation attaches a state-
ment described in paragraph
(b)(2)(1ii)(D) of this section to its time-
ly filed U.S. income tax return for the
year of the distribution of such stock.
For purposes of this paragraph
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(b)(2)(iii), a corporation is an 80 percent
domestic subsidiary corporation, if—

(I) The subsidiary corporation is a
domestic corporation (but not a foreign
corporation that has made an election
under section 897(i) to be treated as a
U.S. corporation for purposes of section
897);

(2) The domestic liquidating corpora-
tion owns (directly and without regard
to paragraph (b)(1)(iii) of this section)
at least 80 percent of the total voting
power of the stock of such corporation;
and

(3) The domestic liquidating corpora-
tion owns (directly and without regard
to paragraph (b)(1)(iii) of this section)
at least 80 percent of the total value of
all stock of such corporation.

(B) Ezxceptions when the liquidating
corporation is a U.S. real property hold-
ing corporation. If the domestic liqui-
dating corporation is a U.S. real prop-
erty holding corporation (as defined in
section 897(c)(2)) at the time of liquida-
tion (or is a former U.S. real property
holding corporation the stock of which
is treated as a U.S. real property inter-
est for five years under section
897(c)(1)(A)(ii)), then the exception in
paragraph (b)(2)(iii)(A) of this section
shall apply only to the distribution of
stock of an 80 percent domestic sub-
sidiary corporation that is a U.S. real
property holding corporation (as de-
fined in section 897(c)(2)) at the time of
the liquidation and immediately there-
after.

(C) Anti-abuse rule. (1) The exception
in paragraph (b)(2)(iii)(A) of this sec-
tion shall not apply, if a principal pur-
pose of the distribution of the 80 per-
cent domestic subsidiary corporation’s
stock is the avoidance of U.S. tax that
would have been imposed on the domes-
tic liquidating corporation’s disposi-
tion of such stock when taken together
to an unrelated party. A distribution
may have a principal purpose of tax
avoidance even though the tax avoid-
ance purpose is outweighed by other
purposes when taken together.

(2) For purposes of paragraph
(b)(2)(iii)(C)(I) of this section, a dis-
tribution of stock of the 80 percent do-
mestic subsidiary corporation will be
deemed to have been made pursuant to
a plan, one of the principal purposes of
which was the avoidance of U.S. tax, if
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the foreign distributee corporation dis-
poses of (whether in a recognition or
nonrecognition transaction) any such
stock within two years of such dis-
tribution. The rule in this paragraph
(b)(2)(1ii)(C)(2) will not apply if the for-
eign distributee corporation can dem-
onstrate to the satisfaction of the
Commissioner that the avoidance of
U.S. tax was not a principal purpose of
the liquidation.

(D) Required statement. The statement
required by paragraph (b)(2)(iii)(A) of
this section shall be entitled ‘‘Required
Statement under §1.367(e)-2(b)(2)(iii)
for Stock of 80 Percent Domestic Sub-
sidiary Corporations’ and shall be pre-
pared by the domestic liquidating cor-
poration and shall be signed under pen-
alties of perjury by an authorized offi-
cer of the domestic liquidating cor-
poration and by an authorized officer
of the foreign distributee corporation.
The required statement shall contain a
certification that states that if the for-
eign distributee corporation disposes of
any stock subject to paragraph
(b)(2)(iii)(A) of this section in a trans-
action described in paragraph
(b)(2)(iii)(C) of this section, then the
domestic liquidating corporation shall
recognize all realized gain attributable
to the distributed stock at the time of
distribution, and the domestic liqui-
dating corporation (or the foreign dis-
tributee corporation on behalf of the
domestic liquidating corporation) shall
file a U.S. income tax return (or
amended U.S. income tax return, as the
case may be) for the year of distribu-
tion reporting the gain attributable to
such stock. The required statement
shall also state that the domestic liqui-
dating corporation agrees, as provided
in paragraph (e)(4)(ii)(B) of this sec-
tion, to treat a failure to comply (as
described in paragraph (e)(4)(i) of this
section) as extending the period of lim-
itations on assessment of tax for the
taxable year in which gain is required
to be reported.

(38) Other consequences—(i) Distributee
basis in property. The foreign dis-
tributee corporation’s basis in property
subject to this paragraph (b) shall be
the same as the domestic liquidating
corporation’s basis in such property
immediately before the liquidation, in-
creased by any gain, or reduced by any
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loss recognized by the domestic liqui-
dating corporation on such property
pursuant to paragraph (b)(1) of this sec-
tion.

(i1) Reporting under section 6038B. Sec-
tion 6038B and the regulations there-
under apply to a domestic liquidating
corporation’s transfer of property to a
foreign distributee corporation under
section 367(e)(2).

(iii) Other rules. For other rules that
may be applicable, see sections 1248,
897, and 381.

(c) Distribution by a foreign corpora-
tion—(1) General rule—gain and loss not
recognized. If a foreign corporation (for-
eign liquidating) makes a distribution
of property in complete liquidation
under section 332 to a foreign corpora-
tion (foreign distributee) that meets
the stock ownership requirements of
section 332(b) with respect to stock in
the foreign liquidating corporation,
then, except as provided in paragraph
(c)(2) of this section, section 337 (a) and
(b)(1) shall apply and the foreign liqui-
dating corporation shall not recognize
gain (or loss) on the distribution under
section 367(e)(2). If a foreign liqui-
dating corporation distributes a part-
nership interest (whether foreign or do-
mestic), then such corporation shall be
treated as having distributed a propor-
tionate share of partnership property
in accordance with the principles of
paragraph (b)(1)(iii) of this section.

(2) Exceptions—(i) Property used in a
U.S. trade or business—(A) General rule.
A foreign liquidating corporation (in-
cluding a corporation that has made an
effective election under section 897(i))
that makes a distribution described in
paragraph (c¢)(1) of this section shall
recognize gain (or loss in accordance
with principles contained in paragraph
(b)(1)(ii) of this section) on the dis-
tribution of qualified property, as de-
scribed in paragraph (b)(2)(i)(B) of this
section (other than U.S. real property
interests), that is used by the foreign
liquidating corporation in the conduct
of a trade or business within the
United States at the time of distribu-
tion.

(B) Ten-year active U.S. business excep-
tion. A foreign liquidating corporation
shall not recognize gain under para-
graph (¢)(2)(i)(A) of this section, if—
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(I) The foreign distributee corpora-
tion, immediately thereafter and for
the ten-year period beginning on the
date of the distribution of such prop-
erty, uses the property in the conduct
of a trade or business in the United
States;

(2) The foreign distributee corpora-
tion is not entitled to benefits under a
comprehensive income tax treaty (this
requirement shall apply only if the for-
eign liquidating corporation (or prede-
cessor corporation) was not entitled to
benefits under a comprehensive income
tax treaty); and

(3) The foreign liquidating corpora-
tion and foreign distributee corpora-
tion attach the statement described in
paragraph (¢)(2)(i)(C) of this section to
their timely filed U.S. income tax
returnsfor their taxable years that in-
clude the distribution.

(C) Required statement. The statement
required by paragraph (c)(2)(i)(B)(3) of
this section shall be entitled ‘‘Required
Statement under §1.367(e)-2(c)(2)(1),”
shall be prepared by foreign liquidating
corporation, shall be signed under pen-
alties of perjury by an authorized offi-
cer of the foreign liquidating corpora-
tion and by an authorized officer of the
foreign distributee corporation, and
shall be identical to the statement de-
scribed in paragraph (b)(2)(1)(C) of this
section, except that ¢“§1.367(e)—
2(c)(2)(A)(B)”’ shall be substituted for
references to ¢§1.367(e)-2(b)(2)(1)”’ and
“foreign liquidating corporation’ shall
be substituted for ‘‘domestic liqui-
dating corporation” each time it ap-
pears. References in the rules of para-
graph (b)(2)(i)(C) of this section to var-
ious rules in paragraph (b) of this sec-
tion shall be applied as if such ref-
erences were to this paragraph (c).
However, the statement described in
this paragraph (c)(2)(i)(C) shall be
modified as follows:

(I) The foreign distributee corpora-
tion shall not be required to waive its
income tax treaty benefits as required
by §1.367(e)-2(b)(2)(1)(C)(4), unless—

(i) The foreign liquidating corpora-
tion was required to waive its treaty
benefits under paragraph (b)(2)(i)(C)(4)
of this section in connection with the
distribution of such property in a prior
liquidation distribution subject to the
provisions of this section; or (ii) The
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foreign distributee corporation is enti-
tled benefits under a treaty to which
the foreign liquidating corporation was
not entitled.

(2) If the foreign distributee is re-
quired to waive treaty benefits because
of paragraph (c)(2)(1)(C)(1)(ii) of this
section, then the foreign distributee
shall only be required to waive benefits
that were not available to the foreign
liquidating corporation (or a prede-
cessor corporation) prior to liquida-
tion.

(3) The property description de-
scribed in paragraph (b)(2)(I)(C)(2) of
this section shall include only the
qualified U.S. trade or business prop-
erty described in paragraph (c)(2)(i) of
this section.

(D) Operating rules. By the foreign
liquidating corporation’s claiming non-
recognition under paragraph (¢)(2)(i)(B)
of this section and filing a statement
described in paragraph (c)(2)(i)(C) of
this section, the foreign liquidating
corporation and the foreign distributee
corporation agree to be subject to the
rules of paragraph (c)(2)(i) of this sec-
tion, as well as the rules of paragraphs
(0)(2)A)(D) and (E) of this section. In
applying the rules of paragraphs
(M)(2)E)(D) and (E) of this section,
“foreign liquidating corporation’ shall
be used instead of ‘‘domestic liqui-
dating corporation” each time it ap-
pears. References in the rules of para-
graphs (b)(2)(i)(D) and (E) of this sec-
tion to various rules in paragraph (b) of
this section shall be applied as if such
references were to this paragraph (c).

(i1) Property formerly used in a United
States trade or business. A foreign liqui-
dating corporation that makes a dis-
tribution described in paragraph (c)(1)
of this section shall recognize gain (but
not loss) on the distribution of prop-
erty (other than U.S. real property in-
terests) that had ceased to be used by
the foreign liquidating corporation in
the conduct of a U.S. trade or business
within the ten-year period ending on
the date of distribution and that would
have been subject to section 864(c)(7)
had it been disposed. Section 864(c)(7)
shall govern the treatment of any gain
recognized on the distribution of assets
described in this paragraph as income
effectively connected with the conduct
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of a trade or business within the
United States.

(3) Other consequences—(i) Distributee
basis in property. The foreign dis-
tributee corporation’s basis in property
subject to this paragraph (c) shall be
the same as the foreign liquidating cor-
poration’s basis in such property im-
mediately before the liquidation, in-
creased by any gain, or reduced by any
loss recognized by the foreign liqui-
dating corporation on such property,
pursuant to paragraph (c¢)(2) of this sec-
tion.

(ii) Other rules. For other rules that
may apply, see sections 367(b) and 381.

(d) Anti-abuse rule. The Commissioner
may require a domestic liquidating
corporation to recognize gain on a dis-
tribution in liquidation described in
paragraph (b) of this section (or treat
the liquidating corporation as if it had
recognized loss on a distribution in lig-
uidation), if a principal purpose of the
liquidation is the avoidance of U.S. tax
(including, but not limited to, the dis-
tribution of a liquidating corporation’s
earnings and profits with a principal
purpose of avoiding U.S. tax). A lig-
uidation may have a principal purpose
of tax avoidance even though the tax
avoidance purpose is outweighed by
other purposes when taken together.

(e) Failures to file or failures to com-
ply—(1) Scope. This paragraph (e) pro-
vides rules regarding a failure to file an
initial liquidation document with re-
spect to one or more liquidating dis-
tributions by a domestic liquidating
corporation that, absent such failure,
would qualify for nonrecognition treat-
ment under paragraph (b)(2)(i) or (iii)
of this section, or with respect to one
or more liquidating distributions by a
foreign liquidating corporation that,
absent such failure, would qualify for
nonrecognition treatment under para-
graph (¢)(2)(1)(B) of this section (failure
to file). This paragraph (e) also pro-
vides rules regarding failures to com-
ply in all material respects with the
terms of this section with respect to
one or more liquidating distributions
for which nonrecognition treatment
was initially claimed under paragraph
1)(@2)(D), (b)(2)({ii), or (c)(2)(1)(B) of this
section, as applicable (failure to com-
ply).
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(2) Definitions. The following defini-
tions apply for purposes of this section.

(i) An initial liquidation document
means any statement, schedule, or
form required to be filed under this sec-
tion in order for the domestic liqui-
dating corporation or foreign liqui-
dating corporation, as applicable, to
initially qualify to claim nonrecogni-
tion treatment with respect to one or
more liquidating distributions de-
scribed in this section, including—

(A) The statement and attachments
described in paragraph (b)(2)(i)(C) of
this section;

(B) The statement described in para-
graph (b)(2)(iii)(D) of this section; and

(C) The statement and attachments
described in paragraph (c)(2)(i)(C) of
this section.

(ii) A subsequent liquidation document
means any statement, schedule, or
form (other than an initial liquidation
document) required to be filed under
this section in order for the domestic
liquidating corporation or foreign lig-
uidating corporation, as applicable, to
continue to qualify for nonrecognition
treatment with respect to one or more
liquidating distributions described in
this section, including—

(A) The schedule described in para-
graph (b)(2)(1)(E)(3) of this section;

(B) The schedule described in para-
graph (b)(2)(A)(E)(4)(ii) of this section;
and

(C) The statement and attachments
described in paragraph (b)(2)(1)(E)(5) of
this section.

(iii) A timely filed U.S. income tax re-
turn means a Federal income tax re-
turn filed on or before the last date
prescribed for filing (taking into ac-
count any extensions of time therefor)
such return.

(3) Failure to file—(i) General rule. For
purposes of this section and except as
provided in paragraph (b)(2)(i)(D) or (f)
of this section, there is a failure to file
an initial liquidation document if—

(A) An initial liquidation document
is not filed with the timely filed U.S.
income tax return specified under this
section, or

(B) An initial liquidation document
is not completed in all material re-
spects.
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(ii) Consequences of a failure to file. If
there is a failure to file an initial liqg-
uidation document, then nonrecogni-
tion treatment under paragraph
(0)(2)(1), (b)(2)(iii), or (c)(2)(1)(B) of this
section (as appropriate) will not apply.

(4) Failure to comply—(i) General rule.
For purposes of this section and except
as provided in paragraph (b)(2)(i)(D) or
(f) of this section, a failure to comply
includes—

(A) A failure to report gain, or pay
any additional tax or interest due, in
accordance with the requirements
under this section; and

(B) A failure to file a subsequent lig-
uidation document, as determined by
applying paragraph (e)(3)(i) of this sec-
tion, but replacing the term ‘‘initial
liquidation document’ with the term
‘“‘subsequent liquidation document.”

(i1) Consequences of a failure to comply.
If there is a failure to comply in any
material respect with the terms of
paragraph (b)(2)(1), (b)(2)(iii), or (c)(2)(1)
of this section, as applicable, then—

(A) Any gain (but not loss) that was
not previously recognized by the do-
mestic liquidating corporation or for-
eign liquidating corporation, as appli-
cable, under paragraph M)(2)(1),
(b)(2)(iii), or (c)(2)(1)(B) of this section
must be recognized; and

(B) The period of limitations on as-
sessment of tax for the taxable year in
which gain is required to be reported
will be extended until the close of the
third full taxable year ending after the
date on which the domestic liquidating
corporation, foreign distributee cor-
poration, or foreign liquidating cor-
poration, as applicable, furnishes to
the Director of Field Operations Inter-
national, Large Business & Inter-
national (or any successor to the roles
and responsibilities of such position, as
appropriate) (Director) the information
that should have been provided under
this section.

(f) Relief for certain failures to file or
failures to comply that are not willful—(1)
In general. This paragraph (f) provides
relief if there is a failure to file an ini-
tial liquidation document as described
in paragraph (e)(3)(i) of this section
(failure to file), or a failure to comply
in any material respect with the terms
of this section as described in para-
graph (e)(4)(i) of this section (failure to
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comply). A failure to file or a failure to
comply will be deemed not to have oc-
curred for purposes of paragraph
(e)(3)(ii) or (e)(4)(i) of this section if
the taxpayer demonstrates that the
failure was not willful using the proce-
dure set forth in this paragraph (f). For
this purpose, willful is to be inter-
preted consistent with the meaning of
that term in the context of other civil
penalties, which would include a fail-
ure due to gross negligence, reckless
disregard, or willful neglect. Whether a
failure to file or failure to comply was
willful will be determined by the Direc-
tor (as described in paragraph
(e)(4)(ii)(B) of this section) based on all
the facts and circumstances. The tax-
payer must submit a request for relief
and an explanation as provided in para-
graph (f)(2)(1) of this section. Although
a taxpayer whose failure to file or fail-
ure to comply is determined not to be
willful will not be subject to gain or
loss recognition under this section, the
taxpayer will be subject to a penalty
under section 6038B if the taxpayer
fails to satisfy the reporting require-
ments, if any, under that section and
does not demonstrate that the failure
was due to reasonable cause and not
willful neglect. See §1.6038B-1(e)(4) and
(f). The determination of whether the
failure to file or failure to comply was
willful under this section has no effect
on any request for relief made under
§1.6038B-1(f).

(2) Procedures for establishing that a
failure to file or failure to comply was not
willful—@{) Time and manner of submis-
sion. A taxpayer’s statement that a
failure to file or failure to comply was
not willful will be considered only if,
promptly after the taxpayer becomes
aware of the failure, an amended re-
turn is filed for the taxable year to
which the failure relates that includes
the information that should have been
included with the original return for
such taxable year or that otherwise
complies with the rules of this section,
and that includes a written statement
explaining the reasons for the failure.
In the case of a liquidating distribution
described in paragraph (b)(2)(iii) of this
section, the taxpayer must file, with
the amended return, a Form 8838 ex-
tending the period of limitations on as-
sessment of tax with respect to the
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gain realized but not recognized with
respect to the liquidating distribution
to the close of the third full taxable
year ending after the date on which the
required information is provided to the
Director. In the case of a liquidating
distribution described in paragraph
(0)(2)(A) or (¢)(2)(1)(B) of this section,
the taxpayer must file, with the
amended return, a Form 8838 extending
the period of limitations on the assess-
ment of tax with respect to the gain re-
alized but not recognized with respect
to the liquidating distribution to the
later of: the date provided in paragraph
(0)(2)HA)(C)(H), taking into account para-
graph (¢)(2)(1)(C) and (D), as applicable
(date one); or, the close of the third full
taxable year ending after the date on
which the required information is pro-
vided to the Director (date two). How-
ever, the taxpayer is not required to
file a Form 8838 with the amended re-
turn if both date one is later than date
two and a Form 8838 was previously
filed extending the period of limita-
tions on assessment of tax with respect
to the gain realized but not recognized
with respect to the liquidating dis-
tribution to date one. If a Form 8838 is
not required to be filed pursuant to the
previous sentence, a copy of the pre-
viously filed Form 8838 must be filed
with the amended return. The amended
return and either a Form 8838 or a copy
of the previously filed Form 8838, as
the case may be, must be filed with the
Internal Revenue Service at the loca-
tion where the taxpayer filed its origi-
nal return. The taxpayer may submit a
request for relief from the penalty
under section 6038B as part of the same
submission. See §1.6038B-1(f).

(i1) Notice requirement. In addition to
the requirements of paragraph (f)(2)(1)
of this section, the taxpayer must com-
ply with the notice requirements of
this paragraph (f)(2)(ii). If any taxable
year of the taxpayer is under examina-
tion when the amended return is filed,
a copy of the amended return and any
information required to be included
with such return must be delivered to
the Internal Revenue Service personnel
conducting the examination. If no tax-
able year of the taxpayer is under ex-
amination when the amended return is
filed, a copy of the amended return and
any information required to be in-
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cluded with such return must be deliv-
ered to the Director.

(3) For illustrations of the applica-
tion of the willfulness standard of this
paragraph (f), see the examples in
§1.367(a)-8(p)(3).

(g) Effective/applicability dates. Except
as otherwise provided, this section ap-
plies to distributions occurring on or
after September 7, 1999 or, if the tax-
payer so elects, to distributions in tax-
able years ending after August 8, 1999.
The ninth, tenth, and eleventh sen-
tences of paragraph (a) of this section,
and paragraphs (b)(1)(1), (b)(2)(1)(A)2),
0)(@)D(AXD), O@)EENS),
)@ (E)(D)(i), ()2)D(E)(S) (@),
®)(@2)({ii)(A), (e)NHI(B)(3), (e), and (f)
of this section will apply to liquidation
documents that are required to be filed
on or after November 19, 2014, as well
as to requests for relief submitted on
or after November 19, 2014.

[T.D. 8834, 64 FR 43077, Aug. 9, 1999; 65 FR
11467, Mar. 3, 2000, as amended by T.D. 9066,
68 FR 39452, July 2, 2003; T.D. 9704, 79 FR
68771, Nov. 19, 2014; 80 FR 167, Jan. 5, 2015]

SPECIAL RULE; DEFINITIONS

§1.368-1 Purpose and scope of excep-
tion of reorganization exchanges.

(a) Reorganizations. As used in the
regulations under parts I, II, and III
(section 301 and following), subchapter
C, chapter 1 of the Code, the terms reor-
ganization and party to a reorganization
mean only a reorganization or a party
to a reorganization as defined in sub-
sections (a) and (b) of section 368. In de-
termining whether a transaction quali-
fies as a reorganization under section
368(a), the transaction must be evalu-
ated under relevant provisions of law,
including the step transaction doc-
trine. But see §§1.368-2 (f) and (k) and
1.338-3(d). The preceding two sentences
apply to transactions occurring after
January 28, 1998, except that they do
not apply to any transaction occurring
pursuant to a written agreement which
is binding on January 28, 1998, and at
all times thereafter. With respect to in-
solvency reorganizations, see part IV,
subchapter C, chapter 1 of the Code.

(b) Purpose. Under the general rule,
upon the exchange of property, gain or
loss must be accounted for if the new
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